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INTRODUCTION 

AND 

EXECUTIVE  SUMMARY 


In  February  of  1986  the  Tort  Policy  Working  Group  issued  a 
report  entitled  "Report  of  the  Tort  Policy  Working  Group  on  the 
Causes,  Extent  and  Policy  Implications  of  the  Current  Crisis  in 
Insurance  Availability  and  Affordability."1  As  its  title 
indicates,  the  Report  not  only  documented  the  existence  of  the 
crisis  in  insurance  availability  and  affordability,  but  analyzed 
its  various  causes  and  made  a  number  of  appropriate  policy 
recommendations . 

The  following  is  an  update  on  that  Report.  It  not  only 
updates  the  Working  Group's  prior  Report  in  the  sense  of 
reviewing  the  past  year's  developments  as  to  both  the  insurance 
crisis  and  tort  law  (and,  most  importantly,  tort  reform) ,  but  it 
also  summarizes  and  analyzes  recently  published  empirical  data  on 
our  Nation's  tort  system.  In  addition,  it  discusses  new  issues 
and  questions  relating  to  the  liability  crisis  which  have  emerged 
in  the  course  of  the  national  debate  during  1986  over  the 
problems  and  the  future  of  our  civil  justice  system. 

Chapter  1  of  the  Report  (An  Update  On  the  Availability  and 
Affordability  of  Liability  Insurance)  summarizes  the  current 
state  of  insurance  availability  and  affordability  in  the  United 
States.  It  indicates  that  while  availability  problems  have 
substantially  ameliorated  since  a  year  ago,  they  continue  to 
exist  in  certain  lines  or  types  of  coverage,  where  they  remain 
serious.  Affordability  problems  also  have  ameliorated,  but  only 
in  the  sense  that  premiums  appear  to  have  stabilized  at  much 
higher  levels.  This  increased  availability  and  price  stability 
has  been  accompanied  by,  and  in  no  small  part  is  a  result  of,  the 
use  of  higher  deductibles,  lower  coverage  limits  and  additional 
policy  exclusions  and  limitations.  Moreover,  the  past  year  has 
witnessed  an  increasing  reliance  on  both  self-insurance  and 
captive  insurer  programs,  though  it  remains  to  be  seen  whether 
such  arrangements  provide  reliable  long-term  insurance  coverage. 
Most  importantly,  the  Chapter  shows  that,  despite  some  assertions 
to  the  contrary,  the  impact  of  the  crisis  in  insurance 
availability  and  affordability  continues  to  be  felt  --  often 
acutely  --  throughout  much  of  the  American  economy. 


1  The  Tort  Policy  Working  Group  consists  of  senior 
Administration  officials  of  eleven  federal  agencies,  seven  of 
whom  serve  as  the  chief  legal  officer  of  their  agency. 


Chapter  2  of  the  Report  (The  Insurance  Industry's  Economic 
Performance)  updates  the  Working  Group's  prior  analysis  of  the 
economic  state  of  the  property/casualty  insurance  industry.  It 
indicates  that  the  industry's  profitability  in  1986  improved 
markedly  from  1984  and  1985,  although  its  1986  rate  of  return  was 
roughly  equivalent  to  its  ten-year  average,  and  was  slightly  less 
than  the  ten-year  rate  of  return  for  Fortune  500  industrial 
corporations.  The  Chapter  also  shows  that  the  two  key  lines  that 
have  been  central  to  insurance  availability  and  affordability 
problems  Commercial  General  Liability  and  Medical  Malpractice 
continue  to  generate  disproportionately  high  underwriting 
losses.  These  two  lines  produced  13%  of  the  industry's  written 
premiums  in  1986,  but  accounted  for  33%  of  the  industry's  total 
underwriting  loss.  The  Chapter  also  briefly  discusses  the  fact 
that  while  the  industry's  profitability  has  varied  cyclically, 
the  industry's  economic  downturn  in  the  mid-1980's  was  far  more 
serious  than  its  downturn  in  the  mid-1970's. 

Chapter  3  (The  Contribution  of  Tort  Law  to  the  Crisis  in 
Insurance  Availability  and  Affordability)  addresses  a  number  of 
different  issues  relating  to  our  tort  system.  Part  I  of  the 
Chapter  (Jury  Awards)  analyzes  data  recently  published  by  the 
Rand  Corporation's  Institute  for  Civil  Justice  on  jury  award 
trends  in  Cook  County,  Illinois  and  San  Francisco  from  1960 
through  1984.  The  Institute's  data,  which  are  inflation- 
adjusted,  show  that  during  this  period  the  average  jury 
malpractice  award  increased  by  2,167%  (from  $52,000  to 
$1,179,000)  in  Cook  County  and  830%  (from  $125,000  to  $1,162,000) 
in  San  Francisco.  The  comparable  increase  in  average  jury 
product  liability  awards  was  212%  (from  $265,000  to  $828,000)  in 
Cook  County  and  1,016%  (from  $99,000  to  $1,105,000)  in  San 
Francisco . 

Even  more  astounding  is  the  increase  in  the  "expected  jury 
award"  —  the  average  jury  award  multiplied  by  plaintiff's 
likelihood  of  success.  From  1960  to  1984,  the  expected  jury 
malpractice  award  (also  inflation-adjusted)  increased  by  4,254% 
(from  $13,000  to  $566,000)  in  Cook  County  and  1,172%  (from 
$34,000  to  $616,000)  in  San  Francisco.  The  comparable  increase 
in  expected  jury  product  liability  awards  was  445%  (from  $76,000 
to  $414,000)  in  Cook  County  and  927%  (from  $56,000  to  $575,000) 
in  San  Francisco. 

It  is  interesting  to  note  that  both  the  average  jury  award 
and  expected  jury  award  data  show  that  most  of  the  increase  in 
jury  verdicts  from  1960  to  1984  occurred  during  the  1980  to  1984 
period.  For  example,  in  many  of  the  expected  jury  award 
categories,  the  increase  in  awards  from  1980  to  1984  was  double 
or  triple  the  entire  increase  in  jury  awards  from  1960  to  1980. 

The  Institute's  data  also  show  a  very  substantial  increase 
in  inflation-adjusted  million-dollar  jury  awards.  Of  particular 
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interest  is  the  fact  that  million-dollar  awards  accounted  for  85% 
of  the  total  damages  awarded  by  Cook  County  juries  in  1980  to 

1984  (as  compared  to  4%  in  1960  to  1964)  and  58%  of  the  total 
damages  awarded  by  San  Francisco  juries  during  the  same  period 
(as  compared  to  14%  in  1960  to  1964) .  Thus,  a  small  percentage 
of  all  tort  cases  appears  to  account  for  a  very  large  percentage 
of  the  total  tort  damages  awarded  by  juries. 

Part  II  of  the  Chapter  (Case  Filings)  addresses  a  number  of 
arguments  that  have  been  raised  regarding  the  Working  Group's 
evidence  of  substantial  growth  in  product  liability  and  medical 
malpractice  cases  filed  in  federal  court.  The  Chapter  discusses 
the  recent  study  of  the  National  Center  for  State  Courts,  which 
has  been  widely  cited  for  the  proposition  that  there  is  no 
"litigation  explosion"  in  the  United  States.  Part  II  not  only 
identifies  a  number  of  serious  methodological  deficiencies  in  the 
Center's  study,  but  notes  that  because  the  Center's  study 
aggregates  all  tort  filings  --  including  automobile  accident 
cases  --  it  cannot  and  does  not  provide  any  meaningful  insights 
as  to  the  growth  in  the  type  of  complex  tort  litigation,  such  as 
product  liability,  medical  malpractice  and  many  municipal 
liability  cases,  that  have  been  at  the  center  of  the  debate  over 
tort  reform. 

Part  II  also  answers  a  number  of  assertions  that  have  been 
made  regarding  the  methodology  and  meaning  of  the  federal 
district  court  caseload  data  compiled  by  the  Administrative 
Office  of  the  United  States  Courts. 

Part  III  of  the  Chapter  (Punitive  Damages)  discusses  the 
most  recent  data  collected  by  the  Institute  for  Civil  Justice  on 
punitive  damage  awards.  It  also  notes  the  growing  consensus 
within  the  legal  community  that  punitive  damages  have  become  a 
source  of  substantial  litigation  abuse,  and  discusses  a  number  of 
reasons  why  punitive  damages  need  to  be  reformed.  Of  particular 
importance  is  the  fact  that  punitive  damages  not  only  exacerbate 
insurance  availability  and  affordability  problems,  but  that  they 
often  serve  as  a  significant  obstacle  to  settlement,  even  where 
the  likelihood  of  a  punitive  damage  award  is  relatively  small. 

Part  IV  (Transaction  Costs)  discusses  data  recently 
published  by  the  Institute  for  Civil  Justice  on  the  overall 
transaction  cost  j  of  the  tort  litigation  system.  The  data  show, 
for  example,  th: t  out  of  a  total  tort  litigation  expenditure  in 

1985  of  $29  to  i?36  billion,  plaintiffs  received  at  most  $14  to 
$16  billion.  If  only  non-automobile  tort  cases  are  considered, 
the  net  compensation  paid  plaintiffs  amounted  to  only  43%  of  the 
system's  total  expenditures. 

Part  V  of  the  Chapter  (Doctrinal  Changes  in  Tort  Law) 
discusses  the  fact  that  many  of  the  current  problems  of  the  tort 
system  can  be  traced  to  the  sweeping  doctrinal  changes  in  tort 
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law  embraced  by  the  courts  over  the  past  two  decades.  These 
doctrinal  changes  almost  universally  seem  to  have  shared  one 
common  objective  —  to  increase  plaintiff's  likelihood  of 
obtaining  compensation.  As  noted  in  Part  V,  this  has  led  to  a 
systematic  undermining  of  the  most  fundamental  principles  of  tort 
liability  —  most  importantly,  the  roles  of  fault  and  causation. 
Part  V  notes  that  this  judicial  attack  on  the  traditional 
limitations  and  conditions  placed  on  tort  liability  has  not  only 
had  the  effect  of  increasing  the  amount  of  tort  liability,  but 
has  introduced  considerable  uncertainty  and  unpredictability  into 
tort  law.  This  uncertainty  and  unpredictability  greatly 
exacerbates  the  already  serious  problems  of  the  tort  system,  and 
substantially  increases  the  cost  of  liability  insurance.  And,  as 
importantly,  the  lack  of  predictability  has  undermined  and 
perverted  the  deterrent  role  of  tort  law. 

Chapter  4  (Public  and  State  Support  for  Tort  Reform) 
summarizes  the  remarkable  success  of  tort  reform  in  1986.  It 
describes  the  wide-spread  popular  support  for  tort  reform,  as 
indicated  by  opinion  polls,  ballot  initiatives,  the  breadth  of 
many  of  the  coalitions  formed  to  advocate  tort  reform,  and  even 
the  support  for  tort  reform  from  much  of  the  legal  profession. 

The  Chapter  also  describes  the  National  Governors  Association's 
recent  unanimous  endorsement  of  product  liability  reform,  as  well 
as  the  support  for  tort  reform  of  a  number  of  State  Commissions 
and  Task  Forces  which  were  directed  to  analyze  the  insurance  and 
liability  crisis  and  make  appropriate  recommendations.  In 
addition,  the  Chapter  summarizes  the  extraordinary  record  of  tort 
reform  initiatives  in  the  State  legislatures  in  1986,  a  year  in 
which  over  two-thirds  of  the  States  enacted  tort  reform 
legislation  of  one  sort  or  another.  Finally,  the  Chapter  briefly 
summarizes  the  State  legislative  activity  last  year  relating  to 
insurance  regulation. 

Chapter  5  of  the  Report  (An  Analysis  of  Various  Tort  Reform 
Provisions)  analyzes  six  areas  of  tort  reform  which  were  the 
subject  of  considerable  legislative  activity  in  State 
legislatures  in  1986.  The  analysis  reviews  the  strengths  and 
weaknesses  of  some  of  the  different  legislative  reform 
formulations  enacted  by  the  States.  Where  appropriate,  the 
Chapter  also  sets  out  the  legislative  provisions  drafted  by  the 
Working  Group  which  were  part  of  the  Administration's  civil 
justice  reform  package  submitted  both  last  year  and  this  year  to 
the  Congress,  and  explains  the  reasons  for  the  specific 
legislative  language  adopted  by  the  Working  Group. 
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Chapter  6  (The  Relationship  of  Tort  Reform  to  Insurance 
Availability  and  Affordability)  addresses  an  issue  which  has  been 
central  to  the  debate  over  tort  reform  --  whether  such  reforms  in 
fact  have  a  significant  effect  on  insurance  availability  and 
affordability.  The  Chapter  explains  the  reasons  why  tort  reforms 
take  some  time  to  affect  the  insurance  market.  But  it  also  notes 
that  there  is  persuasive  evidence  that  over  the  long-term  tort 
reforms  can  have  a  very  substantial  impact  on  insurance. 
Specifically,  the  Chapter  compares  the  experience  of  California 
physicians,  who  have  the  benefit  of  a  rigorous  medical 
malpractice  reform  statute  enacted  in  1975,  with  that  of  New  York 
and  Florida  physicians,  who  practice  in  States  with  far  weaker 
medical  malpractice  reforms.  The  difference  in  the  experience  of 
California  physicians  to  that  of  their  New  York  and  Florida 
colleagues  is  instructive,  to  say  the  least.  The  rate  of 
increase  of  medical  malpractice  premiums  paid  by  New  York  and 
Florida  physicians  from  1980  to  1986  was  substantially  higher 
than  for  California  physicians;  indeed,  for  high  risk  specialties 
such  as  obstetrics/gynecology  and  neurosurgery,  the  rate  of 
increase  was  two  to  three  times  larger  in  New  York  and  Florida 
than  in  California.  And  the  premiums  paid  by  obstetricians/ 
gynecologists  in  1985  was  substantially  less  in  California  than 
in  New  York  or  Florida  for  similar  coverage,  both  in  absolute 
dollar  terms  as  well  as  in  the  percentage  of  physician  net  income 
and  physician  gross  revenue.  Accordingly,  it  seems  evident  that 
strong  tort  reform  measures,  if  given  sufficient  time,  can  have  a 
very  substantial  impact  on  the  insurance  market. 

The  Appendix  to  the  Report  provides  the  results  of  an 
economic  analysis  by  the  Antitrust  Division  of  the  Department  of 
Justice,  prepared  at  the  request  of  the  Working  Group,  of  the 
causes  of  the  crisis  in  insurance  availability  and  affordability. 
The  analysis  reviews  the  merits  of  the  four  most  commonly  alleged 
causes  of  the  crisis  —  insurer  collusion,  imprudent  insurer 
business  practices  and  declines  in  investment  income,  State 
insurance  regulation,  and  changes  in  tort  liability.  It  finds 
that  it  is  unlikely  that  any  of  the  first  three  of  these  alleged 
causes  in  fact  caused  the  crisis.  The  analysis  concludes  that 
only  the  last  alleged  cause  —  changes  in  tort  liability  —  can 
be  directly  responsible  for  the  recent  availability  and 
affordability  problems  in  property/casualty  insurance.  Based  on 
its  review  of  the  property/casualty  industry's  financial 
performance,  the  Antitrust  Division's  analysis  concludes  that  two 
specific  aspects  of  the  tort  system  --  changes  in  the  average 
awards,  and  increased  uncertainty  --  have  contributed  greatly  to 
the  crisis  in  insurance  availability  and  affordability. 
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The  Conclusion  to  the  Report  lists  eight  conclusions  of  the 
Working  Group  regarding  the  insurance  and  liability  crisis  and 
the  appropriate  response  of  the  federal  government  to  that 
crisis . 


Richard  K.  Willard 
Chairman 

Tort  Policy  Working  Group 


Robert  L.  Willmore 
Chairman 

Task  Force  on  Liability 
Insurance  Availability 


March,  1987 
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CHAPTER  1 


AN  UPDATE  ON  THE  AVAILABILITY 
AND  AFFORDABILITY  OF  LIABILITY  INSURANCE 


In  its  Report  last  year,  the  Tort  Policy  Working  Group 
documented  the  existence  of  a  serious  crisis  in  insurance 
availability  and  affordability.  The  Report  identified  a  number 
of  industries,  professionals,  public  entities  and  other 
purchasers  of  liability  insurance  that  were  experiencing 
extraordinary  premium  increases  (often  in  combination  with  lower 
limits  and  higher  deductibles) ,  or,  in  some  instances,  were 
unable  to  obtain  any  insurance  coverage  at  all.  The  Report 
concluded  that  there  were  two  primary  causes  underlying  this 
crisis:  the  economic  difficulties  of  the  insurance  industry  -- 

essentially  a  short-term  (but  potentially  recurring)  problem; 
and,  the  deteriorating  tort  system  --  a  long-term  problem  which 
appears  to  have  worsened  considerably  in  recent  years.  As  noted 
in  the  conclusion  to  the  Report,  "it  is  likely  that  these 
[economic  problems  of  the  insurance  industry]  will  work 
themselves  out  in  the  short-term  as  the  insurance  industry 
restores  its  desired  level  of  profitability,  and  as  other 
insurance  industry  developments  .  .  .  are  implemented."2  The 

Working  Group  Report  also  concluded,  however,  that  while  this 
might  mean  that  some  unavailability  problems  would  be  resolved, 
insurance  premiums  would  remain  high,  and  affordability  problems 
accordingly  would  remain  a  serious  and  long-term  concern.3 

The  past  year  has  proved  that  the  Working  Group's 
predictions  were  correct.  The  insurance  crisis  has,  in  fact, 
ameliorated;  that  is,  premiums  appear  to  have  stabilized  at  now 
much  higher  levels,  and  unavailability  problems  have  limited 
themselves  to  specific  lines  or  types  of  coverage.  Much  like  the 
oil  crisis  of  the  early  1970's  following  the  OPEC  oil  embargo, 
after  experiencing  an  initial  shock  and  immediate  serious 
economic  dislocations,  the  public  appears  to  have  resigned  itself 
to  an  era  of  much  higher  prices. 

It  is  important  to  note,  however,  that  stability  in  prices 
and  greater  availability  of  insurance  is  not  merely  the  result  of 
the  substantial  premium  increases  of  the  past  two  years.  For  one 


2  See  page  80  of  the  Working  Group's  Report. 

3  Id . ,  at  pages  51-52,  60  and  80. 
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thing,  insurers  appear  to  have  abandoned  certain  risks  which  they 
have  found  to  be  too  unpredictable  or  open-ended  to  insure  with 
any  degree  of  certainty.  In  some  instances  they  have  abandoned 
these  risks  simply  by  refusing  to  write  coverage;  in  other 
instances  they  have  written  some  coverage,  but  sharply  reduced 
their  exposure  through  low  limits  or  the  use  of  claims— made 
policies.  All  of  these  latter  developments  essentially  achieve 
the  same  purpose  they  force  the  purchaser  of  insurance  to 
retain  far  more  risk  than  it  would  prefer,  thereby  limiting  the 
uncertainty  faced  by  the  insurer.  While  this  may  make  insurance 
available  where  it  otherwise  might  be  unavailable,  and  bring  down 
the  cost  of  coverage  to  an  affordable  level,  it  means  that  many 
risks  are  either  uninsured  or  inadequately  insured. 

Moreover,  much  of  the  new  found  stability  in  premiums,  as 
well  as  some  of  the  availability  of  insurance,  is  the  result  of 
recently  instituted  self-insurance  programs.  It  remains  to  be 
seen  whether  these  self-insurance  programs  will,  over  the  long¬ 
term,  provide  a  stable  source  of  insurance  that  the  commercial 
market  is  unwilling  to  offer  at  affordable  prices.  If  these 
self-insurance  programs  should  fail,  the  results  may  be  even  more 
adverse  for  the  United  States  economy  than  the  most  extreme 
aspects  of  the  recent  crisis  in  insurance  availability  and 
affordability.  Unfortunately,  the  experience  of  the  captive 
insurance  companies  (widely  known  as  "bedpan  mutuals") 
established  by  many  physicians  in  the  mid-1970's  as  a  result  of  a 
crisis  in  medical  malpractice  insurance  suggests  that  these 
efforts,  though  capable  of  providing  short-term  relief,  are  not 
always  a  viable  long-term  solution. 

Finally,  as  noted,  there  continue  to  be  serious  availability 
problems  in  certain  lines  or  types  of  coverage,  particularly  in 
those  areas  with  "long-tail"  exposure;  that  is,  where  the 
liability  may  not  manifest  itself  for  many  years,  perhaps  not 
even  for  decades.  For  many  of  these  purchasers  of  insurance,  the 
crisis  has  not  abated  in  the  least,  and  may  in  fact  be  even  more 
pressing  today  than  a  year  ago. 

The  following  is  an  update  on  the  state  of  insurance 
availability  and  affordability. 


I •  Insurance  Coverage  Summaries 

Year-end  reports  in  the  business  press  note  increased 
capacity  and  greater  availability  of  liability  insurance  than 
existed  a  year  ago.  Prices  are  still  high,  but  the  days  of 
triple-digit  percentage  increases  appear  to  be  over.  While 
serious  problems  remain  in  certain  markets  --  environmental 
coverage,  medical  malpractice  and  certain  product  liability  risk 
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classes  --  in  general,  availability  is  greater  and  prices  have 
largely  stabilized,  albeit  at  a  much  higher  level. 

The  National  Association  of  Insurance  Commissioners  (NAIC) 
released  two  availability  surveys  in  December,  1986.  The  survey 
of  regulators  concluded  that  improvement  in  availability  has 
occurred  overall  as  well  as  in  several  individual  liability 
lines.  Lines  identified  by  25%  or  more  of  the  responding  States 
as  showing  great  or  slight  improvement  were  day  care,  nurse- 
midwives,  restaurant  liquor  liability,  truckers  liability  and 
exterminators  liability.  However,  additional  problem  areas  were 
identified  in  the  categories  of  recreational  liability  exposures, 
professional  liability  and  product  liability. 

The  following  summaries  of  changes  in  particular  types  of 
liability  coverage  were  derived  from  reports  in  the  business 
press  and  insurer  reports. 


Environmental  Impairment  Liability  Insurance  (EIL) 

and  Sudden  and  Accidental  Pollution  Coverage 

A  recent  NAIC  survey  of  State  insurance  departments  found 
that  thirty-seven  States  reported  availability  problems  with 
environmental  liability.  NAIC  is  currently  conducting  a  study  of 
the  environmental  liability  market. 

Most  package  policies  (both  Commercial  Multiple  Peril  and 
Commercial  General  Liability  policies)  now  specifically  exclude 
pollution  risks  of  all  types  as  part  of  their  comprehensive 
coverage . 


Directors  and  Officers  Liability  (D  &  0) 

While  availability  problems  are  easing  somewhat,  D  &  0 
liability  remains  tight  according  to  the  NAIC  availability 
survey.  Coverage  is  still  not  available  for  certain  risks,  and 
desired  liability  limits  may  not  be  available. 

Year  end  reports  suggest  that  D  &  0  coverage  is  improving; 
capacity  is  growing,  and  new  facilities  are  developing. 
Reinsurance  also  is  more  available,  but  prices  remain  high. 

One  D  &  0  insurer  has  reentered  the  market  covering  small  and 
emerging  businesses  after  not  writing  any  D  &  0  for  eighteen 
months . 

The  NAIC  December,  1986  report  on  the  availability  of  D  &  0 
coverage  concluded  that  the  line  is  experiencing  some 
improvements  although  coverage  is  still  not  available  for  certain 
risks,  and  deductibles  and  premiums  have  increased,  with  desired 
limits  not  always  available.  Underwriters  have  indicated  to 
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NAIC,  however,  that  they  have  increased  previous  limits  and  are 
writing  new  business. 

A  recent  poll  of  Fortune  1,000  companies  conducted  by 
Heidrick  &  Struggles  (an  executive  search  firm)  found  that  D  &  0 
insurance  premiums  increased  by  an  average  of  506%  in  1986. 
Twenty  percent  of  the  poll's  respondents  reported  that  their 
D  &  O  insurance  premium  had  increased  by  more  than  999%  over 
1985. 


Bank  Fidelity  Bond  Coverage 

The  American  Bankers  Association  has  created  a  captive  to 
provide  D  &  O  coverage  of  up  to  $2  million  and  bankers  blanket 
bonds  of  up  to  $3  million. 


Motor  Carrier  Liability  Coverage 

While  there  still  are  serious  problems  (see  discussion 
infra) ,  there  appear  to  be  improvements  in  the  availability  of 
long-haul  trucking  coverage  —  primarily  as  a  result  of  less 
difficulty  in  obtaining  reinsurance. 


Liquor  Liability  Coverage 

Coverage  for  liquor  liability  is  still  a  severe  problem  in 
some  areas  of  the  United  States.  A  recently  completed  NAIC 
survey  of  liquor  liability  coverage  concluded  that  there  is  an 
availability  problem,  but  it  varies  significantly  among  the 
States  and  by  type  of  liquor  establishment.  Demand  for  liquor 
liability  coverage  has  increased  as  more  liquor  vendors  who 
previously  were  uninsured  have  sought  to  obtain  coverage.  As 
demand  has  increased,  capacity,  particularly  in  excess  lines  has 
diminished. 


Medical  Malpractice  Insurance 

Medical  malpractice  insurance  remains  exceptionally  tight. 
The  major  commercial  insurers  are  writing  only  renewals,  and  are 
not  writing  new  policies.  Substantial  insurance  is  being  written 
by  physician  captive  mutuals.  The  formation  of  two  medical 
malpractice  risk  retention  groups  should  increase  capacity. 


Commercial  General  Liability  (CGL) 

Commercial  General  Liability  policies  are  available  for  most 
but  not  all  risks.  Prices  have  stabilized  at  the  higher  levels, 
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and  no  further  major  increases  are  predicted  for  the  near  future. 
The  new  CGL  forms  exclude  pollution  liability;  while  this  may 
increase  availability,  it  necessitates  the  purchase  of  pollution 
liability  separately  (where  available)  or  self-insurance. 

Product  liability  coverage  is  still  tight  for  long-tail 
products,  as  well  as  specific  products  such  as  pharmaceuticals 
and  chemicals. 


Excess  Coverage 

Excess  coverage  for  large  risks  continues  to  be  difficult  to 
find,  but  the  availability  situation  has  eased  considerably. 
Brokers  reportedly  are  able  to  assemble  excess  liability  limits 
of  $50  million  to  $100  million  by  using  conventional  markets,  and 
even  higher  limits  through  the  use  of  alternative  markets. 
Capacity  in  excess  coverage  for  liability  risks  has  expanded  with 
the  entry  of  new  insurers.  Primary  among  these  is  X.L.  Insurance 
Co.,  Ltd.,  an  insurer  formed  by  over  sixty  major  corporations, 
and  American  Casualty  Excess  Insurance,  Ltd.,  a  syndicate  of 
large  insurers.  These  companies  are  reported  to  have  begun 
offering  policies  covering  claims  in  excess  of  $25  million. 


Reinsurance 


Capacity  is  increasing  both  in  the  United  States  and  London 
reinsurance  markets.  It  is  estimated  that  the  United  States 
market  has  twice  the  capacity  for  general  liability  and  specialty 
casualty  risks  it  had  a  year  ago. 

Capacity  in  the  London  market  is  up  significantly,  but  a 
number  of  restrictive  coverage  clauses  are  in  use.  London 
reinsurers  are  providing  reinsurance  for  the  United  States,  but 
are  restricting  coverage  through  the  use  of  sunset  clauses,  date 
of  loss  clauses,  event  definitions,  exposure  unit  rating,  and 
pollution  exclusion  clauses.  London  insurers  have  expressed  a 
preference  for  covering  homogeneous  risks  under  a  treaty,  a 
preference  that  might  make  Risk  Retention  Groups  attractive 
risks . 


II .  Sectoral  Summaries 

Trade  associations  representing  each  of  the  sectors 
discussed  in  the  Working  Group's  prior  Report  were  contacted  for 
updated  information.  A  few  of  the  contacted  associations  had  no 
new  information.  The  following  is  a  summary  of  the  available 
updated  information. 
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Municipalities 


.  Municipalities,  with  some  exceptions,  continue  to  face 
serious  difficulties  in  obtaining  insurance.  There  has  been  a 
substantial  movement  toward  both  self-insurance  and  pooling 
arrangements  among  municipalities.  For  example,  in  California, 

21  municipal  liability  pools  cover  350  of  the  State's  444  cities. 
NAIC's  Subcommittee  on  Governmental  Liability  (chaired  by  the 
Alliance  of  American  Insurers)  conducted  a  survey  of  market 
conditions  over  the  past  eighteen  months,  and  concluded  that  -- 
available  capacity  has  dropped  significantly.  Several  insurers 
and  reinsurers  have  dropped  out  of  the  municipal  liability 
market.  The  remaining  insurers  are  raising  prices  and  tightening 
underwriting  terms,  including  moving  to  claims-made  forms  for 
some  lines. 


Transportation 

Railroads  have  experienced  a  complete  unavailability  of 
insurance  for  requirements  in  excess  of  $20  million  in  the  past 
year.  To  solve  this  problem  several  railroads  joined  together  to 
form  the  Railroad  Association  of  Insurance  Limited,  a  Bermuda 
captive,  specializing  in  railroad  insurance  at  the  $50  to  $100 
million  range  only.  The  industry  is  looking  for  a  similar 
solution  for  their  $25  to  $50  million  insurance  requirements. 

According  to  the  General  Accounting  Office,  about  1,300 
motor  carriers  went  out  of  business  in  1985  due  to  lack  of 
insurance.  More  than  12,000  trucking  insurance  policies 
reportedly  were  cancelled.  Carriers  have  been  forced  to  pay 
higher  premiums  for  less  coverage.  The  American  Trucking 
Association  is  working  to  develop  an  insurance  source  for  its 
members.  in  some  States  long-haul  truck  risks  have  been  covered 
through  assigned  risk  pools. 


Publishing 


The  United  States  book  publishing  industry  is  troubled  by 
both  sharply  rising  costs  and  unavailability  of  liability 
insurance.  Policy  increases  in  1986  averaged  200%  to  300%  over 
1985  premiums,  and  some  publishers  have  had  their  deductibles 
raised  from  $25,000  to  $100,000.  Reportedly,  some  policies  now 
pay  only  for  liability  judgments  but  not  the  cost  of  defending 
lawsuits.  Publishers  of  "controversial"  books  are  having 
difficulty  getting  liability  insurance  of  any  type. 

Magazine  and  newspaper  publishers  continue  to  have  cost  and 
availability  problems,  particularly  for  libel  insurance. 

Premiums  for  newspapers  have  risen  10%  to  20%  over  the  past  year; 
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those  for  magazines  are  up  30%  to  200%.  This  is  somewhat  less 
than  the  doubling  and  tripling  of  premiums  experienced  by  both 
newspaper  and  magazine  publishers  in  198b.  Deductibles  continue 
to  rise,  but  more  modestly  than  in  1985,  when  they  more  than 
doubled  for  many  companies. 


Nurse -Midwives 


In  July,  1986  ten  insurers  formed  a  consortium  to  provide 
professional  liability  insurance  for  certified  nurse-midwives  who 
are  members  of  the  American  College  of  Nurse-Midwives.  Policies 
are  written  on  a  claims-made  basis  and  offer  three  different 
limits  of  coverage.  This  action  followed  the  release  of  a  study 
funded  by  the  insurance  industry  which  identified  risk 
characteristics  and  risk  management  techniques,  and  which  also 
presented  proposed  liability  rates.  These  actions  are  believed 
to  have  alleviated  availability  problems  in  this  line. 


Dairy  and  Food  Industries 

A  February,  1986  survey  of  its  members  by  the  Drug  and  Food 
Industries  Supply  Association  generated  responses  from  21%  of  its 
membership.  Ninety-five  percent  of  the  respondents  found 
liability  insurance  coverage  to  be  available,  and  93%  of  these 
had  experienced  premium  increases  for  the  same  or  less  coverage. 
Thirty-four  percent  had  increases  of  10%  to  50%;  22%  had 
increases  between  51%  and  100%;  35%  reported  increases  between 
101%  to  500%,  and  3%  had  increases  over  500%.  Respondents 
reported  difficulty  in  obtaining  satisfactory  coverage  in: 


Products 

General  (Casualty) 
Officer  and  Director 
Umbrella  or  Excess 
Transportation 
Environmental 
Professional 


55%  of  respondents 


32% 

n 

15% 

// 

15% 

// 

12% 

// 

11% 

n 

6% 

// 

Architects  and  Engineers 

A  survey  of  1,600  firms  conducted  by  the  American  Consulting 
Engineers  Council  found  that  engineers  nationwide  experienced 
average  increases  of  43%  in  the  cost  of  their  professional 
liability  insurance  in  1986  over  1985.  Structural  engineering 
and  small  firms  were  hit  the  hardest.  Nineteen  percent  of  the 
survey  respondents  reported  "going  bare"  in  1986,  compared  with 
13%  in  1985. 
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Day  Care  Centers 


Problems  continue  with  both  availability  and  affordability 
for  some  day  care  centers,  although  the  situation  seems  to  have 
eased  somewhat  since  1985.  Problems  appear  to  be  greatest  for 
home  day  care  providers  caring  for  more  than  three  children  and 
for  small  commercial  operations.  As  of  May,  1986,  CAL-CARE,  the 
California  market  assistance  plan  for  day  care  centers,  had 
received  320  completed  applications  —  of  those,  238  applicants 
received  guotes,  43  were  rejected  for  not  meeting  underwriting 
standards,  and  39  were  pending. 


Toy  Manufacturers 

The  Toy  Manufacturers  of  America  reports  that  established 
members  of  the  industry  are  having  no  problems  obtaining 
liability  insurance,  but  that  some  small  companies  just  entering 
the  market  have  been  unable  to  obtain  insurance.  During  1986,  of 
the  99  companies  that  contacted  the  association  about  their 
premiums, ^ 50%  had  increases  of  25%  or  more,  30%  had  increases  of 
15%  to  24%,  and  the  remainder  had  no  change  in  their  premiums. 

Thirty-five  to  forty  small  companies  are  considering  the 
development  of  a  captive  insurance  plan  for  the  industry. 


Household  Appliance  Manufacturers 

The  problem  of  insurance  costs  remains  as  serious  as  a  year 
ago.  Costs  are  reported  to  be  still  increasing.  Companies  are 
generally  able  to  get  primary  coverage  of  one  million  dollars, 
but  they  have  difficulty  getting  coverage  above  that  amount.  The 
Association  of  Home  Appliance  Manufacturers  is  considering 
setting  up  a  captive  insurer  if  reinsurance  can  be  obtained. 


Medical  Equipment 

Although  product  liability  insurance  remains  an  urgent 
problem  for  the  medical  equipment  industry,  the  situation  has 
improved  slightly  over  1985  and  early  1986,  when  one  in  five 
members  of  the  Health  Industry  Manufacturers  Association  had  its 
insurance  cancelled  or  not  renewed.  Insurance  availability  is 
expected  to  improve  in  1987,  so  that  the  majority  of  companies 
will  be  able  to  obtain  insurance,  with  rates  expected  to  remain 
at  current  levels.  But  members  more  often  are  getting  claims- 
made  policies  with  legal  defense  costs  included  in  the  overall 
settlement  limits.  The  Medical  Device  Mutual  Assurance  and 
Reinsurance  Company,  a  captive,  has  seen  its  membership  increase 
between  September  1984  and  September  1986  from  35  to  305 
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companies.  As  of  December,  1986,  membership  stood  at  325 
companies . 


Chemical  and  Pharmaceutical 


Availability  and  adequacy  of  insurance  continue  to  be 
problems  for  these  companies.  Sudden  and  accidental  pollution 
coverage  reportedly  is  almost  non-existent  in  the  chemical 
industry.  Premiums  are  increasing  200%  to  500%,  with  some 
increases  as  high  as  1,000%. 


Biotechnology 

The  two  major  trade  associations,  the  Association  of 
Biotechnology  Companies  (ABC)  and  the  Industrial  Biotechnology 
Association  (IBA) ,  report  that  availability  and  affordability  of 
liability  insurance  remains  problematic,  particularly  for  small 
companies.  ABC,  which  represents  many  small  new  firms,  has  set 
up  a  captive  cooperative  insurance  company  in  Vermont  to  provide 
product  liability  and  D  &  O  liability  coverage.  IBA,  which 
represents  larger  companies,  decided  against  setting  up  a  captive 
since  its  members  have  been  able  to  get  insurance.  The 
associations  report  that  no  companies  have  curtailed  operations 
because  of  insurance  problems,  but  that  some  small  companies  are 
"going  bare."  The  biotechnology  sector's  insurance  difficulties 
are  compounded  by  the  presence  of  new  small  companies  with  high 
risk  profiles,  as  well  as  research  and  development  operations  in 
high  risk  areas  of  pharmaceuticals ,  biologicals,  chemicals  and 
environmental  applications. 


Oil  and  Gas  Drilling 

A  survey  conducted  in  May,  1986  by  the  International 
Association  of  Drilling  Contractors  found  that  the  average 
premium  more  than  tripled  over  the  last  two  years,  and  that  some 
premiums  are  almost  twenty  times  higher  than  two  years  ago. 


Construction  Contractors 


A  1986  survey  of  500  construction  contractors  found  that 
"skyrocketing  insurance  premiums"  is  the  most  serious  problem 
facing  the  construction  industry.  The  average  liability 
insurance  premium  for  construction  contractors  increased  by  50% 
in  1985,  and  nearly  doubled  for  architect/engineering  firms. 
Availability  has  been  especially  difficult  for  new  companies  and 
companies  involved  in  tunnelling,  hazardous  waste  clean-up  and 
crane  operations. 
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In  April,  1986  a  $125  million  water  tunnel  project  for  New 
York  City  was  stopped  for  a  month  because  a  contractor's 
liability  insurance  policy  had  expired.  The  group  of  carriers 
which  insures  this  type  of  work  has  discontinued  insuring  tunnel 
projects.  There  is  an  increasing  tendency  for  small  construction 
companies  to  continue  working  without  liability  insurance. 


Tank  Truck  Carriers 

Tank  truck  carriers  are  required  by  the  Department  of 
Transportation  to  have  either  $1  million  or  $5  million  coverage 
for  public  liability,  property  damage  and  environmental 
restoration,  depending  on  the  type  of  hazardous  material  being 
transported.  The  National  Tank  Truck  Carriers  (NTTC)  reported 
that  the  cost  of  renewed  coverage  after  June,  1985,  jumped  500% 
to  700%  over  the  previous  twelve-month  period,  with  coverage  over 
$5  million  very  difficult  to  obtain.  An  NTTC  survey  also  found 
that  many  of  those  renewing  after  January  1,  1985  faced  increased 
deductible  amounts  of  over  $21,000  per  occurrence.  Some  carriers 
not  renewing  policies.  One  New  England  company  reported  that 
its  insurance  premium  is  21%  of  its  gross  annual  revenue. 

Several  companies  have  gone  into  bankruptcy,  and  two  have  gone 
out  of  business  entirely. 


Service  Station  Dealers 

According  to  the  Service  Station  Dealers  Association,  its 
members  are  finding  it  difficult  to  find  pollution  liability 
insurance.  Last  year  only  3.5%  of  these  dealers  had  pollution 
insurance,  and  most  of  those  that  did  had  limitations  which 
negated  much  of  the  coverage.  Two  firms  have  found  it  necessary 
to  waive  requirements  that  their  dealers  maintain  specific 
coverage  until  coverage  becomes  more  affordable. 


General  Manufacturing 

The  Machinery  and  Allied  Products  Institute  recently  updated 
its  survey  of  liability  coverages  of  member  companies.  The 
survey  was  completed  by  companies  which  experienced  policy 
renewals  after  April  1,  1986.  The  survey  covered  general 
liability,  D  &  O  liability,  environmental  impairment  liability, 
products  liability  and  some  other  coverages. 

Respondents  experienced  premium  increases  for  all  types  of 
insurance,  but  the  increases,  except  for  products,  were  less  than 
reported  for  1985.  Limits  tended  to  be  the  same  as  previously 
for  all  coverages,  with  the  exception  of  Excess  General  Liability 
—  where  a  majority  of  the  respondents  found  less  market 
capacity.  Increases  in  deductibles  were  most  noticeable  in  D  &  0 
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coverage,  where  68%  of  the  respondents  experienced  increases,  and 
in  products  coverages,  where  73%  experienced  increases. 

An  overwhelming  majority  reported  an  increase  in  exclusions. 
Fifty-eight  percent  indicated  that  their  general  liability 
coverage  now  excludes  "sudden  and  accidental"  pollution  of  the 
environment.  Exclusions  from  D  &  0  coverage  included  liability 
resulting  from  mergers  and  acquisitions,  suits  brought  against  a 
director  by  the  corporation  or  other  directors,  suits  against 
named  directors,  and  suits  for  failure  to  maintain  adequate 
insurance  coverage. 

Seventy  percent  reported  that  they  have  been  compelled  to 
shift  to  a  "claims-made"  form,  and  approximately  27%  have  had 
some  coverage  cancelled  since  April  1,  1986.  More  than  half  of 
the  respondents  indicated  that  they  are  either  sponsors  or 
shareholders  of  American  Casualty  Excess  Insurance,  Ltd.,  or  X.L. 
Insurance  Co.,  Ltd.,  or  that  they  are  considering  these  options. 
Other  respondents  are  considering  association  captives. 


Machine  Tool  Manufacturers 


The  1986  product  liability  survey  of  the  National  Machine 
Tool  Builders  Association  indicates  that  23%  of  its  members  have 
no  product  liability  coverage.  For  those  who  do  have  such 
coverage,  premiums  have  risen  by  55%  over  the  last  year,  and  have 
more  than  tripled  since  early  1985.  The  Association  reports  that 
43%  of  its  members  with  annual  sales  in  excess  of  $2.5  million 
have  no  umbrella  policy  against  catastrophic  claims. 


Steel  Industry 

The  steel  industry  continues  to  have  problems  with  the 
availability  and  affordability  of  liability  insurance.  Premiums 
remain  high,  and  available  coverage  generally  includes  large 
deductibles . 


General  Aviation  Manufacturers 


General  aviation  continues  to  have  serious  insurance 
affordability  problems.  The  General  Aviation  Manufacturers 
Association  estimates  that  the  average  cost  of  product  liability 
coverage  in  1986  will  approach  $100,000  per  airplane  delivered 
compared  to  $70,000  per  airplane  in  1985,  with  fewer  delivered 
airplanes  in  1986. 

Cessna's  product  liability  insurance  costs  increased  from 
$7.3  million  in  1983  to  $50  million  in  1986.  Piper's  costs 
increased  from  $7  million  in  1983  to  $40  million  in  1985.  Beech 
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experienced  product  liability  insurance  costs  of  $24  million  in 
1986 . 


Commercial  Airlines 

The  Air  Transport  Association  reports  that  there  is 
f capacity  in  the  market  for  its  members  to  buy  what 
they  need.  Premiums  in  1985  were  40%  greater  than  in  1984. 


Ice  Skating  Rinks 

Fifty  percent  of  ice  skating  rinks  report  they  cannot  obtain 
liability  coverage  and  may  be  forced  to  close. 


Sports  Leagues 

The  Amateur  Softball  Association,  composed  of  182,000  teams 
with  3.5  million  participants  in  1985,  had  a  premium  increase  of 
over  2,000%,  from  $7,000  in  1985  to  $150,000  in  1986. 

The  Soccer  Association  for  Youth  Organization,  which 
oversees  4,600  youth  soccer  teams,  experienced  an  increase  in  its 
liability  insurance  cost  from  $4,500  in  1984  to  $22,000  in  1985 
for  the  same  coverage. 


Sports  Equipment 

A  producer  of  baseball  and  softball  equipment  saw  its 
premiums  rise  from  $14,300  in  1984-85  for  $500,000  worth  of 
coverage  to  $70,000  for  the  same  coverage  in  1985-86.  For  1986- 
87,  it  was  quoted  a  premium  of  $159,000,  the  lowest  from  among 
only  five  companies  that  were  willing  to  bid. 

Premium  increases  of  200%  to  500%  have  forced  20%  of  small 
diving  equipment  producers  to  "go  bare"  or  self-insure. 


111 •  The  Impact  of  Insurance  Availabilitv/Af fordabilitv  Problems 

The  above  sectoral  and  industry  descriptions,  though 
informative,  do  not  fully  tell  the  story  of  the  insurance 
availability  and  affordability  problems  that  still  beset  many 
businesses,  professionals,  employees  and  consumers.  The 
following  items,  while  admittedly  anecdotal,  perhaps  give  a 
better  sense  of  the  real  and  continuing  costs  associated  with 
unavailable  or  unaffordable  insurance. 
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Several  domestic  sports  equipment  manufacturers  have 
ceased  doing  business,  discontinued  some  products,  and 
failed  to  introduce  other  products,  as  a  result  of 
liability  insurance  problems.  The  Sporting  Goods 
Manufacturers  Association  reports  that  the  number  of 
manufacturers  of  varsity  football  helmets  has  dropped 
from  eighteen  in  1976  to  three  in  1985.  There  are  no 
longer  any  domestic  producers  of  trampolines  or  ice 
hockey  protective  equipment.  A  lacrosse  equipment 
manufacturer  was  unable  to  introduce  a  new  helmet  on 
the  market  because  the  plastic  manufacturer  was 
concerned  about  product  liability.  Spaulding  Sports 
Worldwide  indicates  that  it  no  longer  manufactures  and 
sells  protective  equipment  because  of  increased 
insurance  costs  and  increases  in  the  number  of 
associated  product  liability  suits. 

A  Massachusetts  company  has  refused  to  place  its  metal 
folding  crib  on  the  market  because  of  its  inability  to 
obtain  liability  insurance.  The  product  has  been 
certified  as  meeting  government  safety  standards,  and  a 
substantial  number  of  orders  for  the  product  have  been 
received. 

In  a  letter  to  a  Congressional  subcommittee,  the 
Merchants  Corporation  of  America  stated  that  it  had 
been  prepared  to  begin  production  of  a  new  infant  car 
seat  which  it  believed  would  be  the  highest  quality 
unit  available,  but  that  it  ultimately _ decided  not  to 
market  the  product  because  of  the  liability  risks  to 
which  the  company  would  be  exposed. 

A  Charlottesville,  Virginia  health  products  company 
refused  to  market  a  new  product  for  use  in  dialysis 
until  it  eventually  obtained  insurance. 

A  small  Virginia  business  manufacturing  driving  aids 
for  the  handicapped  removed  its  product  from  the  market 
following  a  dramatic  increase  in  its  cost  of  insurance. 

Puritan-Bennett ,  a  manufacturer  of  hospital  equipment, 
stopped  making  anesthesia  gas  machines  because  of  its 
inability  to  obtain  insurance.  Puritan-Bennett  was  the 
sole  domestic  manufacturer  of  such  machines. 

The  Dyneet  Corporation  has  stopped  producing  its  clutch 
for  helicopters  because  the  cost  of  insurance  has 
become  prohibitive.  No  damages  claims  for  the  product 
have  been  reported. 

General  aviation  manufacturers  have  stopped  or 
suspended  production  of  a  number  of  product  lines.  For 
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example,  in  early  1986,  Piper  Aircraft  suspended 
production  of  general  aviation  aircraft  models,  and  has 
now  resumed  production  of  only  one  of  these  models. 
Similarly,  Beech  Aircraft  suspended  production  in  1985, 
with  only  one  model  in  production  at  this  time,  while 
Cessna  suspended  production  of  all  of  its  piston 
powered  aircraft  in  May  of  1986,  and  has  yet  to  resume 
production.  Each  of  these  manufacturers  indicates  that 
product  liability  costs  have  been  an  important  factor 
in  these  decisions,  in  that  the  cost  of  insurance  now 
often  exceeds  all  other  costs  of  manufacture.  Employee 
layoffs  accompanied  these  product  removals. 

o  In  January,  1986,  G.  D.  Searle  and  Company  announced  it 
would  withdraw  its  Copper  7  IUD  from  the  U.S.  market, 
citing  the  unavailability  of  insurance  and  the  threat 
of  product  liability  lawsuits  as  the  reason  for  its 
^^cision .  Searle ' s  withdrawal  leaves  only  a  single 
manufacturer  of  IUD's  in  the  United  States  market. 

o  A  recent  editorial  in  the  Journal  of  the  American 

Medical  Association  states  that  because  of  liability 
concerns  12%  of  obstetricians  nationwide  have  stopped 
delivering  babies  and  38%  of  surgeons  are  avoiding 
high-risk  cases,  and  that  the  National  Cancer  Institute 
believes  that  liability  fears  have  led  physicians 
treating  cancer  to  use  far  milder  doses  of 
chemotherapy. 4 

These  are  but  a  few  examples  of  products  or  services  that 
hsve  been  removed  from  the  marketplace  because  of  insurance 
availability/affordability  problems.  Ironically,  many  of  these 
products  or  services  would  have  promoted  public  health  and 
safety. 


IV •  The  Adequacy  of  Insurance  Coverage 

The  foregoing  discussion  has  focused  almost  entirely  on  the 
availability  and  affordability  of  insurance.  But  as  the  Working 
Group's  prior  Report  noted,  there  is  a  third  important  facet  to 
the  insurance  crisis  —  the  adequacy  of  insurance  coverage. 

While  insurance  is  more  available  than  a  year  ago,  it  is 
important  to  note  that  much  of  this  new  availability  has  come 
with  far  higher  deductibles,  more  exclusions,  less  coverage  and 
additional  policy  limitations.  Accordingly,  the  higher  premiums 
discussed  in  this  Chapter  reflect  only  a  portion  of  the  increased 


4  "Beyond  Tort  Reform,"  257  JAMA  827  (1987). 
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cost  of  insurance.  To  the  extent  that  these  premium  increases 
are  accompanied  by  higher  deductibles,  less  coverage  and  new 
exclusions  and  limitations,  the  cost  of  insurance  to  its 
purchasers  has  increased  beyond  merely  the  growth  in  premiums. 

In  other  words,  not  only  have  insurance  premiums  increased,  but 
the  coverage  that  can  be  purchased  with  those  premiums  usually  is 
less  --  often  substantially  less  --  than  what  it  was  a  year  or 
two  ago. 

While  the  growth  in  insurance  premiums  can  be  measured 
relatively  easily,  it  is  virtually  impossible  to  express  the 
reductions  in  insurance  coverage  in  similar  numerical  terms. 

There  thus  is  a  tendency  to  focus  on  insurance  premiums,  and  to 
ignore  changes  in  coverage.  But  the  latter  can  be  just  as 
important  —  and  can  have  an  even  larger  effect  on  the  ultimate 
cost  of  insurance  --  than  raw  premium  data. 

Accordingly,  this  Chapter's  discussion  of  insurance 
availability  and  affordability  provides  only  a  partial  picture  of 
the  state  of  insurance  in  the  United  States  in  that  it  does  not 
account  for  the  reductions  in  insurance  coverage  which  have 
helped  both  to  increase  the  availability  of  insurance  and  to 
stabilize  insurance  premiums. 


*  *  * 


In  sum,  while  the  crisis  in  insurance  availability  and 
affordability  has  ameliorated  as  a  result  of  the  improved 
economic  conditions  of  the  insurance  industry,  the  insurance 
problems  of  the  past  two  years  have  by  no  means  disappeared. 
Prices  have  largely  stabilized,  but  remain  very  high,  and  for 
some  lines  continue  to  increase.  The  availability  problems  which 
one  year  ago  affected  almost  every  sector  of  the  American  economy 
are  now  limited  to  specific  lines  or  types  of  coverage.  But  for 
those  lines  or  types  of  coverage  the  problem  is  still  serious  and 
often  a  matter  of  economic  survival.  Many  of  the  newer 
developments,  particularly  the  increasing  use  of  self-insurance 
programs,  have  yet  to  prove  their  long-term  reliability.  And 
insurance  coverage  has  been  substantially  reduced  through  higher 
deductibles,  lower  coverage  limits  and  additional  policy 
exclusions  and  limitations.  Thus,  while  the  shock  and  many  of 
the  more  extreme  aspects  of  the  insurance  crisis  have  abated,  the 
simple  reality  is  that  its  effects  are  still  felt  throughout  the 
American  economy  and  likely  will  continue  to  be  felt  for  some 
time  to  come. 
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CHAPTER  2 


THE  INSURANCE  INDUSTRY'S  ECONOMIC  PERFORMANCE 


In  its  Report  last  year,  the  Working  Group  discussed 
relevant  data  on  the  financial  state  of  the  property/casualty 
insurance  industry.  The  following  updates  that  discussion  with 
available  1986  data. 


I .  The  Industry's  Operating  Performance 

In  its  February,  1986  Report,  the  Working  Group  noted  that 
there  were  conflicting  views  of  the  economic  performance  of  the 
property/casualty  insurance  industry  in  1985.  While  overall 
premiums  were  up  substantially,  some  of  the  problem  lines  were 
returning  very  high  losses  for  their  proportion  of  generated 
premiums.  Consequently,  the  industry  in  1985  had  only  a  small 
operating  profit  after  tax  rebates. 

In  its  year-end  review  of  the  1986  performance  of  the 
industry,  appropriately  entitled  "Up  From  the  Ashes,"  A.  M.  Best 
Insurance  Management  Reports  estimated  the  1986  operating  profit 
of  the  property/casualty  industry  to  be  $4.5  billion,  with  an 
expected  $1.5  billion  in  tax  rebates,  for  a  total  operating 
profit  of  $6  billion. 

The  property/casualty  industry  had  a  statutory  insurance 
underwriting  loss  in  1986  of  $17  billion  on  net  written  premiums 
of  $176.4  billion.  The  loss  figure  is  the  total  of  estimated 
claims  losses  (payouts) ,  loss  adjustment  expenses,  operating 
expenses  and  policyholder  dividends.  The  comparable  underwriting 
loss  for  1985  was  $25.2  billion  on  $143.9  net  written  premiums. 
The  corresponding  1984  figures  were  $117.7  billion  in  premiums 
with  a  $21.5  billion  net  underwriting  loss. 

The  table  below  summarizes  premium  and  cost  data  for  the 
years  1981  to  1986. 
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Property/Casualty  Operating  Results 


Net  Premiums  Loss 
Written  and 

LAE 


Under¬ 

writing 

Expenses 


Statutory  Under¬ 
writing  Loss  After 
Policyholder 
Dividends 


Year 

(Billions) 

(Billions) 

(Billions) 

(Billions) 

1981 

$  98.8 

$  75.8 

$  27.1 

$ 

-  6.3 

1982 

103 . 1 

82 . 2 

29 . 0 

i 

H 

O 

• 

1983 

107 . 8 

87 . 7 

30.8 

-13 . 3 

1984 

117 . 7 

103 . 7 

33 . 0 

-21.5 

1985 

143 . 9 

126.8 

37 . 4 

-25.2 

1986* 

176.4 

145 . 5 

43 . 7 

-17 . 0 

*Estimated 

Source : 

Best ' s 

Insurance 

Management  Reports 


The  substantial  growth  in  net  written  premiums  from  1984  to 
1986  —  a  50%  increase  --  and  the  reduction  in  the  loss  and  loss 
adjustment  expense  ratio  --  from  88.09%  to  82.49%  —  have  been 
major  factors  in  restoring  the  industry's  financial  health.  The 
industry  also  was  able  to  generate  substantial  income  through  its 
investments,  which  gave  it  an  overall  net  operating  profit. 
Specifically,  the  industry's  1986  $21.6  billion  investment  gain 
offset  the  $17  billion  underwriting  loss  for  a  net  $4.5  billion 
profit.  Further,  tax  recovery  of  $1.5  billion  raised  the  total 
operating  profit  to  $6  billion.  Additionally,  the  industry 
realized  capital  gains  of  $5.5  billion,  resulting  in  a  final 
estimated  after-tax  profit  of  $11.5  billion. 

The  $11.5  billion  in  after-tax  profits  of  the  property/ 
casualty  industry  significantly  improved  the  industry's  rate  of 
return  on  net  worth.  Its  rate  of  return  for  1984  was  1.8%,  and 
increased  to  3.8%  in  1985. 5  The  industry's  rate  of  return  on  net 
worth  for  1986  was  11. 6%. 6  This  rate  of  return  is  roughly 


5  Insurance  Information  Institute,  1986-87  Propertv/Casualty 
Fact  Book  22.  These  figures  are  based  on  Generally  Accepted 
Accounting  Principles  ("GAAP") .  The  comparable  statutory 
accounting  rates  of  return  were  1.7%  and  2.8%. 

6  This  is  the  statutory  accounting  rate  of  return.  GAAP 
figures  for  1986  are  not  yet  available.  From  1976  to  1985,  the 

(continued. . . ) 
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equivalent  to  the  industry's  ten-year  average  for  1976  to  1985 
(11.9%  statutory  accounting;  11%  GAAP  accounting),  and  is 
slightly  less  than  the  ten-year  rate  of  return  for  Fortune  500 
industrial  corporations  (13. 2%).6  7  Thus,  while  the  industry 
significantly  improved  its  rate  of  return,  that  rate  was 
substantially  less  than  its  most  recent  high  years  (19%  in  1977 
and  18.1%  in  19788) ,  and  was  still  less  than  the  rate  of  return 
of  many  companies  competing  with  the  industry  for  investment 
capital  (see  Chart  A) . 

One  measure  of  the  industry's  performance  is  a  ratio  that 
measures  all  costs  against  premiums  written  and  earned.  This 
ratio  --  the  combined  ratio  --  dropped  from  the  1985  level  of 
114.8%  to  107%  in  1986.  The  ratio's  recent  peak  was  116.1%  in 
1984.  If  premiums  continue  for  another  year  at  the  current 
level,  and  natural  catastrophic  losses  remain  as  low  as  they  were 
in  1986,  a  further  drop  in  the  combined  ratio  can  be  expected. 

The  lower  combined  ratio  for  the  industry  can  be  partly 
attributed  to  the  reduction  in  the  ratios  of  the  problem  lines, 
though  these  lines  continue  to  be  a  substantial  drain  on  the 
industry's  financial  performance.  Medical  Malpractice  still  has 
a  combined  ratio  of  144.4%,  but  is  down  from  166.7%  in  1985. 
Commercial  Multiple  Peril  and  Other  Liability  are  the  two  lines 
which  include  products,  municipal,  D  &  O,  general  liability  and 
other  problem  coverages.  The  combined  ratio  for  Commercial 
Multiple  Peril  dropped  from  122%  in  1985  to  a  respectable  97.2% 
in  1986,  with  the  combined  ratio  for  Other  Liability  dropping 
from  147.2%  in  1985  to  a  still  high  120.3%  in  1986.  Further 
reductions  in  these  ratios  should  add  materially  to  the 
industry's  stability. 

Another  important  measure  of  the  industry's  performance  is 
the  change  in  policyholder  surplus.  That  surplus  generally  is 
equated  to  net  worth,  and  is  a  measure  of  the  industry's  ability 
to  withstand  future  losses.  The  table  below  provides  the 
detailed  calculation  of  policyholder  surplus,  which  is  estimated 
to  have  reached  $91  billion  at  the  end  of  1986,  a  21.5%  increase 
over  1985. 


6 ( . . . continued) 

GAAP  figures  closely  tracked  the  statutory  accounting  figures, 
and  in  seven  of  those  ten  years  showed  a  lower  rate  of  return. 

7  1986-87  Propertv/Casualtv  Fact  Book,  at  page  22. 

8  The  statutory  accounting  rates  of  return  for  1977  and  1978 
were  21.3%  and  20.5%  respectively.  Id . 
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CHART  A 

ANNUAL  RATE  OF  RETURN  AS  A 
PERCENT  OF  NET  WORTH 


CD 


CM  CM 


H1UOM  13N  NO  Nani3d  dO  31VH 


SOURCE:  INSURANCE  INFORMATION  INSTITUTE  (BASED  ON  DATA  COMPILED  BY  A  M.  BEST  AND  FORTUNE  MAGAZINE) 


1986  ESTIMATED  CHANGES 
IN  CONSOLIDATED  POLICYHOLDERS'  SURPLUS 


($  millions) 


Policyholders'  Surplus  Jan.  1,  1986  74,878 

Underwriting  Loss  -17,000 

(After  Dividends  to  Policyholders) 

Net  Investment  Income  21,600 

Other  Income  -  100 

Operating  Earnings  before  Federal  Income  Taxes  4,500 

Federal  Income  Tax  Recovery  1,500 

Operating  Earnings  After  Federal  Income  Taxes  6,000 

Realized  Capital  Gains  (After  Tax)  5,500 

Unrealized  Capital  Gains  4,500 

Capital  &  Surplus  Paid  In  4,000 

Dividends  to  Stockholders  -  2,700 

All  Other  Surplus  Changes  -  1,178 

Total  All  Changes  16,122 

Policyholders'  Surplus  Dec.  31,  1986  91,000 


Source:  Best's  Insurance 

Management  Report 


II .  Underwriting  Results  bv  Major  Lines 

In  order  to  understand  the  relationship  between  the 
property/casualty  industry's  financial  performance  and  the 
problems  in  insurance  availability  and  affordability,  it  is 
important  to  examine  the  underwriting  results  of  the  major 
commercial  liability  lines:  Commercial  Multiple  Peril  (CMP) , 
Commercial  General  Liability  ( CGL)  and  Medical  Malpractice.  _ 
Particularly  the  latter  two  lines  continue  to  be  a  substantial 
drain  on  the  property/casualty  industry's  financial  performance. 
These  two  lines  together  produced  only  13%  of  the  industry's 
total  written  premiums,  but  accounted  for  33%  of  its  total 
underwriting  loss  ( see  Chart  B)  . 


Commercial  Multiple  Peril 

CMP  is  a  packaged  line  including  general  liability  coverages 
such  as  product  liability.  The  general  liability  lines  are 
subject  to  long-tail  losses  which  may  be  reported  many  years 
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CHART  B 

WRITTEN  PREMIUMS  COMPARED 
TO  UNDERWRITING  LOSS 
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SOURCE:  BEST’S  INSURANCE  MANAGEMENT  REPORTS 


after  the  policy  is  written  and  often  involve  claims  which  are 
not  resolved  until  long  after  having  been  reported.  The  line 
also  includes  property  coverage  that  is  typically  reported  and 
resolved  in  a  short  time  frame. 

CMP  experience  for  the  past  six  years  is  summarized  below. 


Commercial  Multiple  Peril 

Net  Premiums  Loss  Under-  Statutory  Under¬ 
written  and  writing  writing  Loss  After 

LAE  Expenses  Policyholder 

Dividends 


Year 

(Billions) 

(Billions) 

(Billions) 

(Billions) 

1981 

$  6.8 

$  4.6 

$  2.5 

$  -0.5 

1982 

6.9 

5.3 

2.7 

-1.2 

1983 

7 . 2 

5.9 

2.9 

-1.7 

1984 

8 . 2 

7.9 

3 . 2 

-2.9 

1985 

12 . 0 

9.0 

4 . 0 

-2 . 8 

1986* 

16.0 

9.4 

5.0 

-0.1 

*Estimated  Source:  Best's  Insurance 


Management  Reports 

Best's  Management  Reports  predicted  in  1985  that  the  short- 
tail  portion  of  this  coverage  could  provide  a  fast  turnaround  in 
the  CMP  line.  The  combination  of  a  nearly  40%  increase  in  net 
written  premiums  and  the  drop  in  natural  disaster  costs  in  1986 
apparently  has  led  to  the  sharp  improvement  in  the  line. 


Commercial  General  Liability 


This  line  includes  most  of  the  sectors  which  have 
experienced  serious  affordability  and  availability  problems.  It 
is  also  a  long-tail  line.  The  line's  experience  for  the  past  six 
years  is  summarized  below. 
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Commercial  General  Liability 


Net  Premiums  Loss  Under-  Statutory  Under¬ 
written  and  writing  writing  Loss  After 

LAE  Expenses  Policyholder 

Dividends 


Year 

(Billions) 

(Billions) 

(Billions) 

(Billions) 

1981 

$  6.0 

$  5.1 

$  1.8 

$  -1.0 

1982 

5.6 

5.4 

1.8 

-1.7 

1983 

5.7 

6.0 

1.8 

-2 . 1 

1984 

6.5 

7 . 8 

1.9 

-3 . 2 

1985 

11.6 

11.5 

2.7 

-4 . 9 

1986* 

20.0 

16.4 

4.2 

-4 . 1 

♦Estimated  Source:  Best's  Insurance 


Management  Reports 

Premiums  in  this  line  increased  more  than  20%  in  the  past 
year  after  a  similar  increase  from  1984  to  1985.  But  losses 
increased  43%  during  1986,  while  underwriting  expenses  increased 
52%.  Accordingly,  net  underwriting  losses  in  the  line  remain 
extremely  high.9 


9  The  statutory  underwriting  loss  is  based  on  earned 
premiums  rather  than  written  premiums.  Earned  premiums  in  1985 
and  1986  were  substantially  less  than  written  premiums.  The 
following  table  summarizes  the  net  earned  premiums  over  the  last 
six  years  for  the  property/casualty  industry  and  the  three 
analyzed  lines. 

Net  Premiums  Earned 


Year 

Property/ Casualty 
Industry 

(Billions) 

CMP 

(Billions) 

CGL 

(Billions) 

Medical 

Malpractice 

(Billions) 

1981 

$  97.0 

$  6.7 

$  6.1 

$  1.3 

1982 

101.0 

6.8 

5.7 

1.4 

1983 

105.8 

7 . 1 

5.7 

1.5 

1984 

114 . 3 

7.8 

6.2 

1.7 

1985 

132.7 

10.2 

9.4 

2 . 4 

1986* 

164.7 

14 . 3 

16.6 

3 . 3 

♦Estimated 

Source:  Best's 

Insurance 

Management  Reports 
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Medical  Malpractice 


Medical  malpractice  remains  a  major  source  of  losses  and 
continues  to  be  a  substantial  problem  for  the  medical  profession 
and  consumers.  Only  a  few  private  insurers  provide  coverage, 
with  State  mutuals  and  self-insurance  taking  up  much  of  the 
slack.  The  following  summarizes  the  line's  experience  over  the 
past  six  years. 


Medical  Malpractice 


Net  Premiums  Loss 
Written  and 

LAE 


Under¬ 

writing 

Expenses 


Statutory  Under¬ 
writing  Loss  After 
Policyholder 
Dividends 


Year 

(Billions) 

(Billions) 

(Billions) 

(Billions) 

1981 

$  1.3 

$  1.6 

$  0.2 

$  -0.5 

1982 

1.5 

2 . 0 

0.2 

-0.7 

1983 

1.6 

2 . 1 

0.2 

-0.8 

1984 

1.8 

2 . 8 

0.3 

-1.1 

1985 

2 . 8 

3.7 

0.4 

-1.7 

1986* 

3 . 6 

4 . 3 

0 . 4 

-1.5 

*Estimated 

Source:  Best' 

s  Insurance 

Management  Reports 


Although  the  experience  indicates  a  slight  improvement  in 
underwriting  losses  in  1986,  the  line  continues  to  have  the 
highest  combined  ratio  of  the  problem  lines. 


Ill .  stock  Market  Performance 

During  the  past  four  to  six  months  some  pessimistic  reports 
from  insurance  stock  analysts  have  contributed  to  a  decline  in 
many  property/casualty  and  multi-line  insurance  company  stocks. 
Many  analysts  continue  to  recommend  insurance  stocks,  but  caution 
that  investors  should  be  very  "selective." 

Most  analysts,  however,  believe  that  the  industry  "learned  a 
lesson"  from  the  excesses  of  the  early  1980's  and  that  prices, 
which  are  stabilizing,  will  be  maintained  through  1987  and  into 
1988.  They  see  interest  rates  remaining  at  current  levels,  and 
expect  insurance  profits  to  be  healthy  for  the  immediate  future. 
They  believe  that  the  property/casualty  and  multi-line  companies 
will  have  low  price  to  earnings  ratios  and,  therefore,  be 
attractive  to  investors. 
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While  property/casualty  stocks  generally  outperformed  the 
market  from  January  1,  1984  to  January  1,  1986,  for  the  first 
three  quarters  of  1986  property/casualty  stocks  actually  trailed 
the  market's  performance.  A  recent  issue  of  Business  Insurance10 
reported  that  property/casualty  stocks  seriously  lagged  behind 
the  Standard  and  Poor's  500  and  the  Dow  Jones  Industrials  during 
the  second  half  of  1986. 

The  Value  Line,  a  comprehensive  stock  analysis  firm,  reports 
regularly  on  fourteen  property/casualty  stocks.  Its  October, 

1986  report  noted  that  these  stocks  have  not  performed  well 
during  the  past  six  months.  It  believes  that  the  insurance 
industry  must  build  its  reserves,  and  that  to  do  so  the  industry 
will  remain  conservative  in  its  underwriting.  Accordingly,  Value 
Line  concludes  that  the  market  will  remain  tight  for  at  least  the 
near  future.  In  commenting  on  the  new  tax  law.  Value  Line 
predicts  that  the  industry  will  be  able  to  pass  on  the  resulting 
increased  costs,  but  that  the  provisions  may  require  the  industry 
to  focus  on  obtaining  underwriting  profits,  and  not  to  continue 
to  rely  —  as  it  has  in  the  recent  past  --  on  its  investment 
income  to  achieve  overall  profitability. 


IV.  Insolvencies 

Accompanying  the  serious  problems  that  have  affected  the 
property/casualty  insurance  industry  over  the  past  few  years  has 
been  a  modest  increase  in  the  number  of  financially  troubled 
companies  or  insolvencies.  This  conclusion  is  based  primarily  on 
a  review  of  both  Best's  ratings  and  reports  of  the  insurer 
committee  tracking  insolvencies  and  their  claims  on  insurance 
guaranty  funds. 

For  1986,  Best's  evaluated  the  financial  condition  of  1,703 
property/casualty  companies.  As  a  result  of  this  evaluation,  176 
companies  received  higher  ratings  and  220  had  their  ratings 
lowered.  In  1986,  124  companies  were  in  the  "Other  Not  Assigned" 
category,  compared  to  118  companies  in  1985.  This  category 
covers  companies  below  minimum  standards,  those  with  incomplete 
financial  information,  those  not  listed  by  company  request,  and 
those  under  State  supervision. 

As  noted, there  has  been  some  increase  in  the  number  of 
insolvencies  of  property/casualty  insurers  over  the  past  few 
years,  as  well  as  a  change  in  the  type  of  companies  facing 


10  "Insurer  Stocks  Trail  Wall  Street  Gains,"  Business 
Insurance,  page  2,  February  23,  1987.  The  article  indicates  that 
some  investors  are  skeptical  that  the  industry's  recent 
improvement  in  earnings  will  continue. 
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insolvency.  The  following  table  shows  the  number  of 
property/casualty  insolvencies  between  1969  and  1986.  The 
listing  does  not  include  reinsurers,  surplus  carriers  or  offshore 
captives . 


Property/Casualty  Insolvencies 


Year 

Insolvencies 

1969 

1 

1970 

4 

1971 

8 

1972 

2 

1973 

2 

1974 

5 

1975 

20 

1976 

6 

1977 

6 

1978 

6 

1979 

3 

1980 

4 

1981 

6 

1982 

9 

1983 

4 

1984 

20 

1985 

21 

1986 

16  (Est.) 

Source:  National  Committee  on 

Insurance  Guaranty  Funds. 

During  the  1960's  and  1970 's  most  of  the  industry 
insolvencies  involved  companies  writing  high  risk  automobile 
insurance.  This  started  to  change  in  1980-81,  with  a  few 
insolvent  commercial  lines  writers.  In  1984  and  1985,  there  was 
an  increase  in  insolvencies  among  commercial  lines  companies. 
Among  the  insolvencies  in  those  years  were  both  mixed  and 
specialty  commercial  writers  whose  coverages  included  asbestos, 
long  haul  trucking,  dram  shop  and  medical  malpractice. 


V.  The  Industry's  Profitability  Cycle 

Much  has  been  made  of  the  property/casualty  industry's 
profitability  cycle.  Indeed,  the  Working  Group's  February,  1986 
Report  discussed  the  effect  of  that  cycle  on  the  availability  and 
affordability  of  insurance.  Some  have  suggested  that  the  entire 
availability/affordability  crisis  can  be  attributed  to  that 
cycle,  and  that  there  thus  is  a  certain  inevitability  to  the 
reoccurrence  of  such  insurance  problems. 
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It  is  important  in  understanding  the  contribution  of  the 
cycle  to  the  recent  availability  and  affordability  crisis  to 
appreciate  how  much  more  severe  the  insurance  crisis  of  the  mid- 
1980' s  was  than  the  crisis  of  the  mid-1970's.  To  give  but  two 
examples  of  the  difference  between  the  two  periods:  the 
industry's  underwriting  losses  of  $21.5  billion  in  1984  and  $25 
billion  in  1985  were  vastly  greater  than  its  underwriting  loss  of 
$4.2  billion  in  1975  (the  previous  record);  and,  the  industry's 
operating  losses  of  $4  billion  in  1984  and  $5.6  billion  in  1985 
also  were  far  larger  than  its  $300  million  operating  loss  in  1975 
(which  is  all  the  more  astounding  in  light  of  the  record 
investment  income  generated  by  the  industry  in  1984  and  1985). 11 

The  insurance  crisis  of  the  mid-1980's  thus  was  far  deeper 
and  much  more  severe  than  the  crisis  of  the  mid-1970's. 
Accordingly,  it  is  misleading  to  suggest  that  such  industry 
crises  simply  reoccur  cyclically,  and  that  no  other  explanation 
is  needed  for  the  recent  problems  in  insurance  availability  and 
affordability.  Something  was  substantially  different  between  the 
two  crises  which  led  the  latter  to  be  very  different  from  the 
former.  One  difference,  as  Chapter  3  discusses  in  detail,  is 
that  tort  law  in  those  ten  years  underwent  a  dramatic 
transformation,  both  in  terms  of  doctrinal  changes  as  well  as  in 
awarded  damages.  That  transformation  appears  to  have  played  a 
major  role  in  making  the  industry's  cyclical  downturn  in  the  mid- 
1980 ' s  a  far  more  serious  insurance  crisis  than  the  United  States 
had  ever  previously  faced.  This,  unfortunately,  has  ominous 
implications  for  the  likely  effects  of  the  industry's  next 
cyclical  downturn  should  the  deterioration  of  tort  law  continue 
unchecked. 


11  The  Statistical  Information  Advisory  Committee  to  the 
NAIC  Legal  Liability  Insurance  (D)  Task  Force,  The  Report  of  the 
Statistical  Information  Advisory  Committee  2.47  (1986). 
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CHAPTER  3 


THE  CONTRIBUTION  OF  TORT  LAW  TO  THE 
CRISIS  IN  INSURANCE  AVAILABILITY  AND  AFFORDABILITY 


In  its  February,  1986  Report  the  Working  Group  discussed  the 
central  role  of  tort  law  to  the  crisis  in  insurance  availability 
and  affordability.  The  Report  noted  four  problem  areas  in  tort 
law  which  have  contributed  substantially  to  the  insurance  crisis. 
These  four  areas  are: 

o  the  movement  toward  no-fault  liability, 

o  the  undermining  of  causation, 

o  the  explosive  growth  in  damage  awards,  and 
o  excessive  transaction  costs. 

The  Report  also  noted  the  growth  in  lawsuits  in  areas  such 
as  medical  malpractice,  product  liability  and  municipal 
liability.  Finally,  in  discussing  the  problems  of  tort  law  and 
how  they  relate  to  the  availability  and  affordability  of 
insurance,  the  Report  focused  on  the  instability  and  uncertainty 
which  currently  besets  the  tort  system  and  which  greatly 
exacerbates  the  already  serious  deterioration  of  that  system. 


I •  Jury  Awards 

While  the  Working  Group's  Report  dealt  with  a  number  of 
troubling  aspects  of  tort  law,  most  of  the  critics  of  the 
Report's  discussion  of  tort  liability  have  focused  on  its 
conclusions  regarding  the  extraordinary  growth  in  damage  awards. 
Ironically,  recently  updated  data  issued  by  the  Rand 
Corporation's  Institute  for  Civil  Justice  —  which  represent  by 
far  the  most  rel'able  empirical  data  to  date  on  civil  jury  awards 
—  indicate  that  the  Report,  if  anything,  appears  to  have 
understated  the  magnitude  of  this  particular  problem. 
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A.  Average  Jury  Awards 


The  recently  released  analysis  of  the  Institute  for  Civil 
Justice12  summarizes  civil  jury  verdict  data  over  a  twenty-five 
year  period  in  two  jurisdictions:  Cook  County,  Illinois  and  San 
Francisco,  California.13  The  Institute's  data  are  adjusted  for 
inflation,  and  expressed  in  terms  of  1984  dollars.  The  data 
demonstrate  an  extraordinary  growth  in  civil  jury  awards  in 
recent  years,  particularly  in  two  areas  that  have  been  of  major 
concern  with  reqard  to  insurance  availability  and  affordability 
malpractice14  and  product  liability.  For  example,  the  data 
show  that  the  average  jury  malpractice  award  in  Cook  County 
increased  by  2,167%  from  the  early  1960's  to  the  early  1980's, 
and  by  830%  in  San  Francisco  during  the  same  period.  In 
inflation-adjusted  dollars,  the  average  malpractice  jury  award  in 
Cook  County  increased  from  $52,000  in  1960-64  to  $1,179,000  in 
1980-84,  with  a  corresponding  increase  in  San  Francisco  of  from 
$125,000  to  $1,162,000  (see  Chart  C) . 15 

Product  liability  jury  awards  underwent  a  similar 
extraordinary  increase.  Thus,  in  Cook  County  the  average  product 
liability  jury  award  increased  by  212%  from  the  early  1960's  to 
the  early  1980's,  while  in  San  Francisco  the  increase  during  this 
period  amounted  to  1,016%.  In  inflation-adjusted  dollars,  the 
average  product  liability  jury  award  in  Cook  County  increased 
from  $265,000  in  1960-64  to  $828,000  in  1980-84,  with  a 


12  M.  Peterson,  Civil  Juries  in  the  1980s:  Trends  in  Jury 
Trials  and  Verdicts  in  California  and  Cook  County,  Illinois 

(Institute  for  Civil  Justice,  1987) . 

lo  The  Institute  for  Civil  Justice  selected  Cook  County  and 
San  Francisco  for  its  jury  verdict  studies  "because  they  are 
major  urban  commercial  centers  in  different  regions  and  because 
[the  Institute]  could  draw  upon  jury  verdict  publications  in  both 
to  obtain  information  about  long-term  trends."  Id. .  at  page  1. 

The  jury  verdict  reporters  for  each  jurisdiction  are  describedby 
the  Institute  as  "among  the  best  publications  of  their  sort  in 
the  country."  Id . 

14  The  malpractice  data  include  not  only  medical  malpractice, 
but  all  forms  of  malpractice  liability.  While  the  analysis  does 
not  provide  separate  data  on  medical  malpractice,  it  is  likely 
that  the  malpractice  data  consist  predominantly  of  medical 
malpractice  cases. 

15  Civil  Juries  in  the  1980s.  at  page  22. 
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AVERAGE  MALPRACTICE  JURY  AWARD 
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corresponding  increase  in  San  Francisco  of  from  $99,000  in  1960- 
64  to  $1,105,000  in  1980-84  (see  Chart  D).16 

Even  when  factoring  in  personal  injury  lawsuits  that 
typically  involve  far  lower  monetary  stakes  —  such  as  automobile 
accident  and  street  hazard  cases  —  the  average  jury  award  has 
increased  substantially  over  the  past  two  decades.  For  example, 
the  Institute  found  that  the  average  personal  injury  jury  award 
in  Cook  County  increased  by  217%  from  the  early  1960's  to  the 
early  1980's  (from  $59,000  in  1960-64  to  $187,000  in  1980-84), 
with  a  corresponding  increase  in  San  Francisco  of  358%  (from 
$66,000  in  1960-64  to  $302,000  in  1980-84)  (see  Chart  E) . 17 

Of  particular  interest  is  the  fact  that  the  rate  of  increase 
of  average  jury  awards  appears  to  have  surged  dramatically  in  the 
1980  s.  Thus,  while  the  average  product  liability  jury 
award  in  San  Francisco  increased  by  a  total  of  $209,000  from  1960 
to  1979,  it  increased  by  $797,000  from  1979  to  1984. 18  This 

was  particularly  evident  in  malpractice  jury  awards  in  both 
Cook  County  and  San  Francisco,  where  roughly  half  of  the  entire 
increase  in  average  jury  verdicts  since  1960  occurred  in  the 
1980-84  period. 

The  Institute's  analysis  also  shows  that  along  with 
increasing  average  jury  awards,  plaintiffs  also  have  steadily 
increased  the  percentage  of  cases  in  which  they  prevail  before 
juries.  .  Thus,  in  product  liability  cases  in  Cook  County  and  in 
malpractice  cases  in  both  Cook  County  and  San  Francisco, 
plaintiffs  have  roughly  doubled  the  percentage  of  tried' cases  in 
which  they  prevail  before  juries  (from  approximately  one-quarter 
of  such  cases  in  1960-64  to  one-half  in  1980-84). 20 


16  Id. 


17  Id . .  at  page  35. 

18  Id. .  at  page  22. 

19  Jury  Verdict  Research,  Inc.,  corroborates  that  in  product 
liability  cases  plaintiffs  have  increasingly  fared  better  before 
juries.  See  Testimony  of  Philip  J.  Hermann  (Chairman  of  the 
Board,  Jury  Verdict  Research,  Inc.)  before  the  House  Subcommittee 
on  Economic  Stabilization  on  August  6,  1986  ("recovery  rate  for 
product  liability  has  substantially  increased  in  the  past  eight 
years") . 

20  Civil  Juries  in  the  1980s,  at  page  17.  Product  liability 
cases  in  San  Francisco  are  an  exception.  Plaintiffs'  rate  of 
success  there  has  remained  roughly  constant  since  1960,  at  about 
one-half  of  all  jury  verdicts. 
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AVERAGE  PRODUCT  LIABILITY  JURY  AWARD 
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CHART  E 

AVERAGE  PERSONAL  INJURY  JURY  AWARD 
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3.  Expected  Jury  Awards 


This  offers  another  way  of  illustrating  the  change  in  jury 
verdicts  over  the  past  two  decades  —  the  "expected  award";  that 
is,  the  average  jury  award  multiplied  by  plaintiff's  likelihood 
of  success . 21  The  expected  award  for  malpractice  jury  verdicts 
increased  from  the  early  1960's  to  the  early  1980's  by  4,254-$  in 
Cook  County  (from  $13,000  to  $566,000)  and  by  1,712%  in  San 
Francisco  (from  $34,000  to  $616,000)  ( see  Chart  F) .  During  the 

same  period,  the  expected  award  for  product  liability  jury 
verdicts  increased  by  445%  in  Cook  County  (from  $76,000  to 
$414,000)  and  by  927%  (from  $56,000  to  $575,000)  in  San  Francisco 
(see  Chart  G).23  Similarly,  from  the  early  1960's  to  the  early 
1980 ' s ,  the  expected  award  for  personal  injury  jury  verdicts 
increased  by  307%  in  Cook  County  (from  $28,000  to  $114,000)  and 
by  448%  in  San  Francisco  (from  $33,000  to  $181,000)  (see  Chart 
H).24 


The  expected  award  data  illustrate  even  more  clearly  that 
the  vast  bulk  of  the  increase  in  jury  verdicts  occurred  during 
the  early  1980's.  In  many  of  the  above  categories  of  cases  the 
increase  during  the  early  1980 's  in  the  expected  jury  award  was 
double  or  triple  the  entire  increase  in  the  prior  twenty  years. 

The  degree  to  which  average  jury  awards  have  increased 
dramatically  in  recent  years  is  further  illustrated  by  the  data 
published  by  Jury  Verdict  Research,  Inc.  While  the  Jury  Verdict 
Research  data  are  not  inf lation— ad j usted  and  do  not  meet  the  same 


21  Critics  of  the  February,  1986  Report  have  argued  that  the 
average  jury  awards  cited  in  the  Report  are  "inflated"  because 
they  do  not  reflect  cases  in  which  defendants  prevail  before  the 
jury.  The  argument  misses  the  point,  however,  since  the  Report 
sought  to  document  the  trend  of  rapidly  increasing  jury  awards. 

As  long  as  the  same  categories  of  data  (that  is,  plaintiffs' 
verdicts)  are  compared  over  time,  the  Report's  conclusion  as  to 
the  trend  remains  entirely  valid.  But  since  the  Report  did  not 
reflect  that  plaintiffs  steadily  have  increased  the  percentage  of 
jury  verdicts  in  which  they  prevail,  the  Report,  if  anything, 
understated  the  magnitude  of  the  trend. 

In  any  event,  "expected  award"  data  fully  take  into  account 
those  cases  in  which  defendants  prevail  before  the  jury. 

22  civil  Juries  in  the  1980s,  at  page  26. 

23  Id. 


24  jcj.  ,  at  page  35.  As  with  the  average  jury  verdicts,  the 
expected” awards  are  inflation-adjusted  and  expressed  in  1984  dollars. 
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EXPECTED  MALPRACTICE  JURY  AWARD 
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EXPECTED  PRODUCT  LIABILITY  JURY  AWARD 
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rigorous  methodological  criteria  used  by  the  Institute  for  Civil 
Justice,25  they  also  demonstrate  an  explosive  trend  in  average 
verdicts.  For  example,  the  average  medical  malpractice  jury 
award  increased  from  $220,018  in  1975  to  $2,056,525  in  1986,  a 
835%  increase  (see  Chart  I).26  The  average  product  liability 
jury  award  increased  from  $393,580  in  1975  to  $1,971,655  in  1986, 
a  401%  increase  (see  Chart  J) .  Of  particular  interest  is  the 
fact  that  the  average  medical  malpractice  jury  award  grew  by  only 
$184,708  from  1975  to  1980  but  by  $1,651,799  from  1980  to  1986, 
while  the  average  product  liability  jury  award  grew  by  only 
$169,858  from  1975  to  1980  but  by  $1,408,217  from  1980  to  1986. 
Clearly,  the  1980' s  have  been  a  period  of  extraordinary  and 
unsurpassed  growth  in  jury  awards  which  has  troubling 
implications  for  the  stability  of  the  entire  tort  system. 


C.  Million-Dollar  Jury  Awards 

The  empirical  analysis  of  the  Institute  for  Civil  Justice 
also  provides  interesting  data  on  the  growth  in  million-dollar 
jury  awards.  In  its  earlier  Report,  the  Working  Group  noted  the 
substantial  growth  of  million-dollar  verdicts,  as  reported  by 
Jury  Verdict  Research,  Inc.  Because  the  Jury  Verdict  Research 
data  are  not  inflation-adjusted,  and  because  it  is  likely  that 
its  methodology  understates  the  absolute  number  of  such  verdicts, 
the  data  was  cited  in  the  February,  1986  Report  not  as  a 


25  While  there  may  be  some  deficiencies  with  the  methodology 
used  by  Jury  Verdict  Research,  Inc.,  as  noted  in  the  February, 

1986  Report,  the  methodology  has  remained  consistent  over  the 
relevant  period.  See  Working  Group  Report,  at  page  35  n.33. 

Thus,  it  is  entirely  appropriate  to  use  Jury  Verdict  Research 
data  to  show  the  trend  in  jury  awards,  since  as  long  as  its 
methodology  remains  consistent  the  trends  derived  from  the  data 
should  be  accurate.  While  critics  of  the  February,  1986  Report 
have  contended  that  Jury  Verdict  Research  data  are  collected 
purely  from  newspaper  articles.  Jury  Verdict  Research  in  fact 
uses  a  variety  of  reporting  services  to  obtain  jury  verdicts.  As 
stated  last  year  by  the  Chairman  of  the  Board  of  Jury  Verdict 
Research,  Inc.,  before  the  House  Subcommittee  on  Economic 
Stabilization:  wWe  are  confident  that  the  data  for  the  hundreds 

of  cases  that  Jury  Verdict  Research  receives  and  processes  each 
week  (about  2,000  a  month)  constitutes  more  than  a  representative 
sampling  and  enables  our  staff  to  compile  valid  statistical 
verdict  information." 

2 6  jury  Verdict  Research,  Inc.,  In~iury  Valuation! Current 

Award  Trends  (1987).  The  1975  to  1979  data  can  be  found  in  the 
1986  issue  of  Current  Award  Trends,  and  are  summarized  in  the 
Working  Group's  February,  1986  Report,  at  pages  35-39.  The  award 
data  for  1986  are  incomplete  and  subject  to  refinement. 
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AVERAGE  MEDICAL 
MALPRACTICE  JURY  VERDICT 
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AVERAGE  PRODUCT 
LIABILITY  JURY  VERDICT 
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statement  of  the  absolute  number  of  such  verdicts,  but  primarily 
to  demonstrate  the  rapid  growth  of  "high-end"  verdicts.  As  noted 
in  the  Report,  these  verdicts  appear  to  be  largely  responsible 
for  the  recent  extraordinary  increases  in  average  jury  awards. 

The  Institute's  data  on  million-dollar  verdicts  are  more 
meaningful  in  that  they  are  inflation-adjusted  (expressed  in  1984 
dollars) ,  and  appear  to  include  all  million-dollar  jury  awards  in 
the  analyzed  jurisdictions.  Not  unexpectedly,  the  data  clearly 
confirm  a  very  substantial  increase  in  million-dollar  jury 
awards . 

In  Cook  County,  the  analysis  shows  that  million-dollar 
awards  increased  from  a  total  of  2  in  1960-64  to  67  in  1980-84, 
while  in  San  Francisco,  such  awards  increased  from  a  total  of  5 
in  1960-64  to  21  in  1980-84. 27  What  is  particularly  important  is 
the  percentage  of  the  total  dollars  awarded  by  juries  that  were 
awarded  through  verdicts  of  a  million  dollars  or  more.  In  Cook 
County,  this  percentage  grew  from  only  4%  in  1960-64  to  85%  in 
1980-84  (see  Chart  K),28  while  in  San  Francisco  the  percentage 
grew  from  14%  in  1960-64  to  58%  in  1980-84. 

The  Institute's  analysis  also  provides  data  on  million- 
dollar  personal  injury  awards  as  a  percentage  of  all  personal 
injury  awards  for  the  1980-84  period  (as  noted,  this  category  of 
cases  also  includes  many  lawsuits  that  typically  involve  lower 
monetary  stakes) .  The  data  show  that  in  Cook  County  65%  of  the 
total  dollars  awarded  by  juries  in  all  personal  injury  cases  were 
awarded  in  verdicts  of  a  million  dollars  or  more,  while  in  San 
Francisco  the  corresponding  percentage  was  47%. 20  What  is 
particularly  noteworthy  is  the  small  percentage  of  all  tried 
personal  injury  cases  which  resulted  in  million-dollar  awards. 

In  Cook  County,  only  2.8%  of  all  plaintiffs'  personal  injury  jury 
verdicts  resulted  in  an  award  of  a  million  dollars  or  more,  yet, 
as  noted,  those  verdicts  accounted  for  nearly  two-thirds  of  the" 
total  of  personal  injury  damages  awarded  by  juries.80  In  San 
Francisco,  only  3.8%  of  all  personal  injury  verdicts  for 
plaintiffs  resulted  in  an  award  of  a  million  dollars  or  more,  yet 
those  verdicts  accounted  for  nearly  half  of  the  total  damages 
awarded.  The  obvious  conclusion  to  be  drawn  from  this  data  is 
that  a  very  small  percentage  of  all  tort  cases  account  for  a  very 


27  Civil  Juries  in  the  1980s.  at  page  33. 

28  Id. 


29  Id. .  at  page  37. 

30  Id.  As  a  percentage  of  all  personal  injury  jury  trials, 
including  those  in  which  defendants  prevailed,  million-dollar 
awards  occurred  in  only  1.7%  of  all  such  trials.  The 
corresponding  percentage  for  San  Francisco  was  2%. 
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PERCENTAGE  OF  TOTAL  DOLLARS 
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large  percentage  of  all  awarded  tort  damages.  Thus,  it  appears 
that  much  of  the  explosion  in  jury  awards  that  has  manifested 
itself  so  dramatically  in  recent  years  can  be  attributed  in  large 
part  to  a  small  percentage  of  all  cases. 

While  the  Institute's  analysis  does  not  distinguish  economic 
from  non-economic  damages  awarded  in  these  "high-end"  verdicts, 
available  data  suggest  that  much  of  the  increase  in  awarded 
damages  is  in  the  form  of  non-economic  damages  —  that  is, 
damages  awarded  for  pain  and  suffering,  mental  anguish  and  other 
forms  of  nonpecuniary  injury. 3^  since  non-economic  damages  are 
far  more  subjective  and  open-ended  than  economic  damages,32  it 
should  be  by  no  means  surprising  that  a  sudden  surge  in  damage 
awards  would  be  largely  attributable  to  a  change  in  the  non¬ 
economic  rather  than  the  economic  components  of  such  damage 
awards. 


D.  Median  Jury  Awards 

Many  of  the  critics  of  the  Working  Group's  February,  1986 
Report  have  focused  on  the  Report's  use  of  average  (or  mean) 
rather  than  median  jury  verdicts  to  illustrate  the  extraordinary 
growth  in  jury  awards  and  its  effect  on  insurance  availability 
and  affordability.  Simply  put,  the  average  award  is  derived  by 
dividing  the  total  dollars  awarded  in  a  particular  category  of 
verdicts  by  the  total  number  of  such  awards,  while  the  median 
award  is  the  dollar  level  at  which  half  of  the  awards  are  at  or 
below  and  the  other  half  at  or  above.  To  illustrate,  if  there 
were  three  jury  awards  —  one  for  $50,000,  one  for  $150,000,  and 
one  for  $1,000,000  —  their  average  would  be  $400,000,  while 
their  median  would  be  $150,000. 


Patricia  Danzon,  for  example,  in  her  analysis  of  medical 
malpractice  damages,  estimates  that  for  jury  awards  involving 
more  than  $100,000  in  non-economic  damages,  on  the  average  80%  of 
the  entire  award  is  for  non-economic  damages.  See  February,  1986 
Working  Group  Report,  at  pages  67-68.  She  also  estimates  that 
non-economic  damage  awards  in  excess  of  $100,000  account  for 
between  28%  to  50%  of  all  paid  out  medical  malpractice  damages,  id . 

32  While  the  valuation  of  components  such  as  lost  earnings 
and  the  cost  of  necessary  medical  care  is  a  relatively  straight¬ 
forward  process,  compensation  for  pain  and  suffering,  mental 
anguish  and  other  forms  of  non-economic  damages  is  wholly 
subjective  and  often  varies  greatly  between  cases  involving 
similar  injuries.  Moreover,  once  economic  damages  are  adjusted 
for  inflation,  the  objective  criteria  used  to  determine  these 
components  should  preclude  large  fluctuations  over  time.  Non¬ 
economic  damages,  in  contrast,  are  based  on  subjective  criteria 
which  can  change  dramatically  over  time. 
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Critics  of  the  Working  Group's  Report  have  argued  that 
median  rather  than  average  jury  award  data  should  be  used  to 
measure  the  change  in  jury  verdicts,  and  that  median  data  do  not 
demonstrate  a  substantial  change  in  verdicts  over  the  past  two 
decades.33  They  contend  that  average  jury  awards,  by  including  a 
small  number  of  "high-end"  verdicts,  provide  a  distorted 
picture . 34 

The  use  of  median  data  essentially  obscures  --  to  the  point 
of  non-recognition  —  the  effect  of  "high-end"  verdicts  on  the 
trend  in  jury  awards.  But,  as  noted,  these  "high-end"  verdicts, 
while  only  a  small  percentage  of  all  jury  awards,  represent  a 
very  large  percentage  of  the  total  dollars  awarded  by  juries. 


33  This  often  repeated  assertion  appears  to  be  highly 

questionable.  The  recently  published  Institute  for  Civil  Justice 
analysis  shows  a  very  substantial  increase  in  inflation-adjusted 
median  jury  verdicts  from  the  early  1960's  to  the  early  1980's. 
For  example,  median  malpractice  jury  awards  increased  in  Cook 
County  from  $35,000  in  the  early  1960's  to  $121,000  in  the  early 
1980's,  with  a  corresponding  increase  in  San  Francisco  from 
$64,000  to  $156,000.  Civil  Juries  in  the  1980s,  at  page  22. 
Median  product  liability  awards  in  Cook  County  increased  from 
$103,000  to  $187,000  during  this  period,  with  a  corresponding 
increase  in  San  Francisco  from  $27,000  to  $200,000.  Id,._  Jury 

Verdict  Research  data,  which  are  not  inflation-adjusted,  show  a 
very  substantial  increase  during  the  1980 's  in  median  jury  awards 
for  both  medical  malpractice  (from  $200,000  in  1980  to  $515,000 
in  1986)  and  product  liability  (from  $225,000  in  1980  to  $603,400 
in  1986) .  For  purposes  of  comparison,  the  Consumer  Price  Index 
during  this  period  increased  by  33%. 

34  See,  e.g.  ,  Public  Citizen,  The  Assault  on  Personal  Injury 

Lawsuits:  A  Study  of  Reality  Versus  Myth;  An  Analysis  of  the 

Causes  of  the  Current  Crisis  of  Unavailability  and 

Unaf f ordabil itv  of  Liability  Insurance  ( 1986)  (prepared  for  the 
National  Association  of  Attorneys  General  by  a  task  force  headed 
by  former  Attorney  General  of  Massachusetts  Francis  X.  Belloti) ; 
P.  Hermann  &  Jury  Verdict  Research,  Inc.,  Report  to  the 
Subcommittee  on  Economic  Stabilization  of  the  Committee  on 
Banking.  Finance  and  Urban  Affairs,  U.S.  House  of  Representatives 

(1986)  . 

35  For  example,  as  noted,  from  1980  to  1984,  2.8%  of  all 

Cook  County  personal  injury  jury  awards  accounted  for  two-thirds 
of  all  awarded  personal  injury  damages,  while  3.8%  of  all  San 
Francisco  personal  injury  awards  accounted  for  nearly  half  of  all 
such  awarded  damages.  Thus,  the  use  of  median  jury  awards 
effectively  would  eliminate  from  a  trend  analysis  the  impact  of 
one-half  to  two-thirds  of  all  the  damages  awarded  by  juries. 
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Accordingly,  median  data  substantially  understate  the  growth  of 
jury  verdicts  by  eliminating  or  at  least  greatly  obscuring  the 
effect  of  the  large  awards  which  appear  to  be  the  major  source  of 
the  problem.  It  is  perhaps  for  that  reason  that  critics  of  the 
Working  Group's  Report  have  so  enthusiastically  embraced  the  use 
of  median  rather  than  average  verdicts  in  analyzing  the  qrowth  of 
jury  awards. 

The  simple  answer  to  these  critics,  however,  is  that  median 
data  cannot,  by  their  very  nature,  provide  any  meaningful  insight 
into  the  relationship  between  tort  damages  and  insurance 
premiums.  Thus,  to  the  extent  one  is  analyzing  jury  award  trends 
to  assess  the  effect  of  those  trends  on  insurance  availability 
and  affordability,  median  data  simply  are  incapable  of  providing 
useful  information. 

An  insurer  calculating  its  premiums  or  a  self-insurer 
setting  aside  liability  reserves  is  interested  in  obtaining  as 
accurate  a  projection  as  possible  of  its  total  liability.  If  it 
were  to  use  projected  median  awards  and  settlements,  it  would 
most  likely  vastly  underestimate  its  total  liability  since  such 
data  do  not  reflect  the  small  number  of  "high-end"  settlements 
and  awards  that  account  for  a  large  percentage  of  its  likely 
total  payout.  On  the  other  hand,  an  accurate  projection  of  the 
average  award  or  settlement  would  allow  the  insurer  or  self- 
insurer  to  determine  its  actual  exposure  if  it  could  also 

accurately  project  the  number  of  settlements  and  awards  it  would 
have  to  pay. 

^  simple  example  illustrates  this  point.  Let  us  assume  that 
insurer  projects  that  it  will  have  to  pay  four  claims  on  a 
particular  policy  that  three  of  those  payments  will  be  in  the 
range  of  $100,000,  but  that  at  least  one  payment  will  be  for  a 
million  dollars.  If  it  were  to  use  the  median  payment  ($100,000) 
to  calculate  its  premiums,  the  insurer  would  only  collect 
sufficient  premiums  to  cover  a  total  payout  of  $400,000  (4  x 
$100,000).  If  its  projections  proved  correct,  it  would  lose 
$900,000  on  the  policy.  On  the  other  hand,  if  it  based  its 
premiums  on  the  average  payment  ($325,000),  the  insurer  would 
collect  sufficient  premiums  to  cover  the  projected  payout  of 
$1,300,000  (4  x  $325,000).  Assuming  its  projections  proved 
correct,  the  insurer  would  break  even. 

Simply  put,  those  who  must  pay  the  liability  generated  by 
the  tort  system  cannot  afford  the  luxury  of  using  data  which 
effectively  ignore  the  cases  which  result  in  the  largest  payouts. 
Accordingly,  it  is  virtually  impossible  to  understand  the  effect 
(or  even  to  appreciate  the  existence)  of  rapidly  increasing 
settlements  and  awards  on  the  availability  and  affordability  of 
insurance  if  one  relies  on  median  data. 
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In  sum,  the  recently  published  jury  award  data  by  the 
Institute  for  Civil  Justice  show  an  extraordinary  growth  in  jury 
awards,  much  of  which  appears  to  have  occurred  in  the  1980's. 

The  bulk  of  this  growth  seems  to  come  from  a  small  percentage  of 
"high-end"  verdicts  that  account  for  a  very  substantial 
percentage  of  all  awards.  Because  such  "high-end"  verdicts  tend 
to  consist  predominantly  of  non-economic  damages,  such  damages 
appear  to  be  the  most  significant  contributing  factor  to  this 
surge  in  jury  awards. 


II .  Case  Filinas 

Some  critics  of  the  Working  Group's  February,  1986  Report 
have  contested  the  Report's  conclusions  regarding  the  increase  in 
the  number  of  product  liability  and  medical  malpractice  lawsuits. 
The  Report  noted  that  the  number  of  product  liability  actions 
filed  in  federal  court  from  1974  to  1985  had  increased  by  758%, 
and  that  federal  district  court  medical  malpractice  actions  had 
increased  almost  three-fold  in  the  past  decade.37  In  addition, 
the  Report  cited  separate  data  showing  a  123%  increase  in 
malpractice  claims  against  physician-owned  companies  from  1979  to 
1983,  and  a  doubling  of  malpractice  lawsuits  per  100  physicians 
from  1976  to  198138  (with  a  tripling  per  100  obstetricians/ 


36  It  is  sometimes  suggested  that  jury  awards  are  irrelevant 
because  only  a  small  percentage  of  all  claims  result  in  a  jury 
verdict,  while  most  claims  are  settled  before  trial.  But,  as 
previously  noted  by  the  Working  Group,  "settlements  by  their  very 
nature  reflect  the  range  of  verdicts  available  to  the  plaintiffs. 
Thus,  as  jury  verdicts  skyrocket,  so  do  settlements."  Working 
Group  Report,  at  page  49  n.56.  The  quoted  passage  goes  on  to 
observe  that  "[settlements  also  reflect  the  plaintiff's 
likelihood  of  success."  Id.  As  noted,  the  Institute's  data 
show  that  plaintiffs  have  over  the  years  increased  their 
likelihood  of  success.  Accordingly,  the  most  accurate  measure  of 
the  rate  of  increase  of  settlements  probably  is  provided  by 
expected  award  rather  than  by  average  award  data. 

37  See  Charts  J  (page  46)  and  K  (page  48)  of  the  February, 
1986  Report. 

38  A  recently  published  American  Medical  Association  report 
indicates  that,  on  average,  claims  per  100  physicians  increased 
from  3.2  in  1980  to  10.1  in  1985.  The  Continuing  Need  For 
Legislative  Reform  of  the  Medical  Liability  System,  at  page  7 
(1987)  . 
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gynecologists  during  the  same  period).39  The  Report  also  cited 
data  showing  a  substantial  increase  in  recent  years  in  tort 
claims  filed  against  municipalities  (New  York  City,  for  example, 
witnessed  a  375%  increase  between  1979  and  1983) ,49 

Nonetheless,  these  critics  have  denied  that  there  has  been 
any  substantial  increase  in  the  number  of  filings,  and  have 
relied  almost  entirely  in  this  assertion  on  a  study  published 
last  year  by  the  National  Center  for  State  Courts. 41 


A.  The  National  Center  for  State  Courts  Study 

The  Center's  study  of  tort  lawsuits  used  State  court  data 
from  thirteen  States.  Based  on  this  data,  the  Center  concluded 
that  there  had  only  been  a  nine  percent  increase  in  tort  filings 
between  1978  and  1984,  and  that  this  increase  roughly  mirrored 
population  growth  (eight  percent)  during  the  same  period.  The 
Center  thereupon  concluded  that  there  was  no  "litigation 
explosion . " 

At  the  outset,  it  must  be  noted  that  the  Center's  study  has 
serious  methodological  deficiencies,  particularly  when  compared 
to  federal  district  court  caseload  data.  The  Center's  study,  for 
example,  was  limited  to  only  thirteen  States,  and  only  two  of 
those  States  (Kansas  and  Ohio)  provided  complete  and  unqualified 
data.  Eleven  of  the  surveyed  States  either  did  not  provide  tort 
data  for  all  available  courts,  or  provided  data  that  were 
otherwise  incomplete.42  In  contrast,  the  federal  data  are 


39  These  statistics  are  not,  of  course,  limited  to  federal 
court  filings.  It  is  worth  noting,  however,  that  these  numbers 
are  entirely  consistent  with  the  federal  district  court  caseload 
data . 


40  Working  Group  Report,  at  page  47. 

41  National  Center  for  State  Courts,  State  Court  Caseload 

Statistics:  Annual  Report,  1984  (1986). 

42  Idaho,  Alaska  and  Hawaii  provided  data  from  all  available 
courts,  but  the  data  itself  were  incomplete.  For  example,  while 
both  superior  court  and  district  court  data  were  obtained  for 
Alaska,  "low  volume"  district  court  data  were  not  included.  The 
Center  did  not  clarify  what  constitutes  a  "low  volume"  district 
court  case,  and  how  many  such  cases  are  filed  in  Alaska.  id. .  at 
table  33,  p.  184.  For  Florida,  the  data  do  not  cover  all 
appropriate  courts,  and  what  is  provided  is  incomplete. 
Specifically,  the  data  for  Florida  contain  circuit  court 
statistics,  but  no  data  from  the  67  county  courts  which  can  also 

(continued. . . ) 
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obtained  from  all  ninety-four  judicial  districts  throughout  the 
United  States,  and  are  compiled  and  maintained  in  a  consistent 
manner  which  facilitates  comparison  over  time  and  among  regions 
or  States. 

An  example  illustrates  the  incomplete  nature  of  the  Center's 
data.  The  Center's  data  on  filings  in  California  include  only 
superior  court  filings,  not  filings  from  the  85  municipal  courts. 
By  using  only  the  superior  court  data,  the  Center  "found"  only  a 
12%  increase  in  tort  filings  between  1978  and  1984,  identical  to 
the  increase  in  population.  But,  statistics  from  the  1976  and 
1985  versions  of  the  Annual  Report  of  the  Judicial  Council  of 
California,  which  include  both  superior  court  and  municipal  court 
filings,  document  an  increase  in  civil  tort  filings  between  1974 
and  1984  of  55%,  while  the  population  only  increased  by  21% 
during  this  period.43 

There  are  other  problems  with  the  data  used  by  the  National 
Center  for  State  Courts.  The  Center  used  only  three  snapshots  of 
caseload  statistics  to  substantiate  its  conclusions.  It  provided 
no  information  on  the  intervening  years  (1979,  1980,  1982  and 
1983) ,  and,  of  course,  there  is  no  pre-1978  or  post-1984  data. 
Unlike  the  federal  data,  which  span  twelve  years,  with  statistics 
for  each  year,  the  Center's  data  are,  at  best,  barely  adequate  to 
identify  trends.  Simply  put,  the  Center's  use  of  a  very  limited 
number  of  discrete  data  points  makes  it  difficult  to  determine 
whether  those  points  actually  represent  trends  or,  instead, 
unknowingly  focus  on  aberrations  in  the  data  attributable  to 
other  factors.44 

Even  more  importantly,  however,  the  data  used  by  the  Center 
fail  to  account  for  the  significant  decrease  in  automobile 
accident  lawsuits  which  has  taken  place  in  recent  years.  With 
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hear  some  tort  cases.  And  even  the  Florida  circuit  court 
statistics  do  not  include  any  "professional  tort  cases." 

43  The  superior  court  filings  may  show  a  smaller  increase 
than  the  combined  filings  because  of  an  increase  in  the 
jurisdictional  limits  of  the  municipal  courts  from  $5,000  to 
$15,000  in  1978. 

44  Thomas  Marvell,  in  the  May  19,  1986  issue  of  the  National 

T,aw  Journal,  in  an  article  entitled  "There  is  a  Litigation 
Explosion,"  highlighted  the  danger  of  trying  to  draw  conclusions 
about  trends  from  the  limited  data  used  by  the  National  Center 
for  State  Courts.  Marvell  concluded  that  because  of  prevailing 
economic  conditions,  data  from  1981  to  1984  could  substantially 
understate  long  term  litigation  trends.  He  also . concluded  that 
"we  can  expect  a  very  large  increase  [in  civil  filings]  in  1986." 
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the  advent  of  no-fault  automobile  liability  insurance,  and  a 
nationwide  decrease  in  the  number  of  automobile-related 
injuries,45  there  has  been  a  corresponding  large  reduction  in 
automobile  accident  tort  lawsuits.45  Since  automobile  accident 
cases  reflect  the  vast  bulk  of  all  tort  filings47,  when  these 
reductions  are  unaccounted  for,  they  readily  can  mask  substantial 
growth  in  other  types  of  tort  lawsuits,  including  product 
liability  and  medical  malpractice  actions.  Because  the  Center's 
study  provides  no  separate  data  as  to  areas  of  liability  such  as 
product  liability,  medical  malpractice  and  municipal  liability, 
but  instead  aggregates  these  claims  along  with  all  other  tort 
claims  (including  automobile  accident  cases),  the  Center's  report 
provides  no  information  on  the  trend  of  filings  in  these 
particular  areas  of  liability. 

Thus,  because  the  Center's  study  aggregates  all  tort 
filings,  it  is  impossible  to  derive  any  credible  conclusions  from 
its  study  as  to  the  growth  in  tort  claims  alleging  product 
liability,  medical  malpractice,  other  forms  of  professional 
liability  or  municipal  liability  —  that  is,  the  very  areas  of 
liability  that  have  experienced  serious  insurance 
availability/affordability  problems  and  which  have  been  at  the 
core  of  the  debate  over  tort  reform.  Indeed,  as  noted,  even  a 
small  reduction  in  filed  automobile  accident  claims  could  more 
than  mask  a  massive  increase  in  lawsuits  in  these  other  areas  of 
tort  liability. 


B.  Federal  District  Court  Caseload  Data 

Critics  of  the  February,  1986  Report  also  have  raised  a 
number  of  other  arguments  regarding  the  federal  district  court 
data  cited  by  the  Working  Group.  They  have  suggested  that  the 
federal  data  are  not  meaningful  because  they  represent  only  a 
small  percentage  of  all  filed  tort  claims,  that  the  federal  data 


45  Automobile-related  injuries  dropped  from  2,000,000  in 
1980  to  1,600,000  in  1984.  Automobile-related  deaths  dropped 
from  51,100  in  1980  to  43,900  in  1984.  Statistical  Abstract  of 
the  United  States.  1986,  page  592. 

46  A  Department  of  Transportation  study  indicates  that 
implementation  of  some  form  of  no-fault  automobile  insurance 
scheme,  alone,  resulted  in  reductions  in  automobile  accident 
lawsuits  of  from  31%  to  80%,  depending  upon  the  type  of  scheme 
and  the  jurisdiction.  "Compensating  Auto  Accident  Victims" 
(1985),  pages  113-117. 

47  It  is  generally  thought  that,  at  least  in  the  absence  of 
no-fault  automobile  liability  insurance,  automobile  accidents 
account  for  one-half  to  two-thirds  of  all  tort  lawsuits. 
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are  somehow  different  or  atypical,  and  that  the  statistics 
compiled  by  the  Administrative  Office  of  the  United  States  Courts 
are  skewed  by  a  recent  surge  in  removals  and  the  fact  that  some 
cases  may  be  counted  more  than  once.48  All  of  these  assertions 
simply  miss  the  mark. 

While  most  tort  cases  in  fact  are  filed  in  State  court, 
federal  court  tort  filings  provide  a  valuable  source  of  reliable 
data  on  the  trend  in  the  public's  propensity  to  sue.  For 
example,  whether  originally  filed  in  federal  court,  or  later 
removed  there,  federal  district  courts  handle  a  significant 
number  of  product  liability  cases  each  year.  In  the  twelve-month 
period  ending  June  30,  1985,  over  9,000  non-asbestos  related 
product  liability  suits  were  filed  in  federal  court.49  This, 
alone,  represents  almost  a  500%  increase  over  1974.  During  the 
same  period,  total  civil  filings  in  federal  court  rose  only 
164%.  0  Obviously,  whatever  its  share  of  total  tort  filings, 
district  court  product  liability  filings  have  risen  at  a  rate 
which  greatly  exceeds  the  general  rise  in  civil  filings.  To 
dismiss  these  figures,  as  some  would  suggest,  simply  because  they 
represent  a  small  percentage  of  all  tort  cases  is  specious. 

As  noted,  critics  also  have  claimed  that  the  federal  court 
statistics  are  inaccurate  because  they  allegedly  reflect  a 
continued  growth  in  removed  cases  and  double  or  triple  count 
transferred  cases.  These  assertions  are  either  completely  wrong 
or  insignificant.  The  percentage  of  civil  filings  in  district 
court  which  are  removals  from  State  courts  has  remained  virtually 
constant  over  the  last  ten  years.  Between  1976  and  1985  that 
percentage  was  never  lower  than  5.8%  and  never  higher  than 
6. 5%. 51  Moreover,  the  number  of  civil  filings  which  are  original 
filings  also  has  been  remarkably  steady.  Original  filings  (that 
is,  not  transfers,  removals,  remands,  etc.),  have  constituted 
between  88.1%  and  89.6%  of  all  federal  civil  filings  for  each  of 


48  See  Public  Citizen,  The  Assault  on  Personal  Injury 

Lawsuits:  A  Study  of  Reality  Versus  Myth  (1986). 

49  Non-asbestos  related  claims  are  cited  since  it  has  been 
asserted  that  the  asbestos  litigations  make  federal  product 
liability  data  unrepresentative.  Id .  While  many  asbestos  injury 
claims  in  fact  are  filed  in  State  courts,  it  should  be  noted  that 
the  deletion  of  asbestos  related  lawsuits  does  not  appreciably 
alter  the  import  of  the  federal  data. 

50  Total  civil  filings  in  federal  district  court  rose  from 
103,530  in  1974  to  273,670  in  the  twelve-month  period  ending  June 
30,  1985. 

51  Annual  Report  of  the  Director  of  the  Administrative 
Office  of  the  United  States  Courts  1985,  Table  17,  page  136. 
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the  last  ten  years.  This  consistency  clearly  repudiates  the 
assertion  that  the  growth  in  federal  filings  is  attributable  to 
any  increased  inclination  to  remove  cases  to  federal  court. 

Nor  is  the  assertion  of  multiple  counting  significant. 

While  it  is  true  that  a  case  which  is  both  originally  filed  and 
transferred  to  another  district  in  the  same  year  is  included 
twice  in  the  raw  number  of  civil  filings  reported  by  the 
Administrative  Office,  the  absolute  number  of  such  cases  is,  at 
best,  minimal.52  More  importantly,  however,  the  percentage  of 
civil  filings  which  are  transfers  has  been  highly  consistent  over 
the  years,  and  has  never  been  high.53  Equally  consistent  has 
been  the  combined  percentage  of  civil  filings  which  are  either 
original  filings  or  removals  from  State  courts.  These 
categories,  which  do  not  include  any  cases  which  are  double 
counted,  routinely  have  constituted  95%  of  all  civil  filings. 

This  consistency  strongly  corroborates  the  validity  of  the 
federal  data  when  used  to  evaluate  trends .  There  may  be  minor 
discrepancies  between  the  raw  numbers  of  "new"  federal  cases. 

But  these  discrepancies  are  statistically  insignificant,  and,  in 
any  event,  have  been  present  in  each  year's  data.  Accordingly, 
the  Working  Group's  conclusions  about  the  percentage  growth  in 
federal  court  litigation  are  absolutely  valid. 

In  the  absence  of  meaningful  data  on  case  filings  in  State 
court  in  areas  such  as  product  liability  and  medical  malpractice, 
the  federal  district  court  data  compiled  by  the  Administrative 
Office  of  the  United  States  Courts  provide  the  most  accurate  data 
available  on  the  growth  in  filed  cases.  While  federal  cases 
represent  only  a  fraction  of  all  tort  cases  in  either  of  these 
categories,  there  is  no  reason  to  believe  that  they  do  not 
accurately  reflect  what  is  happening  in  the  State  courts. 

Despite  its  notoriety,  the  study  of  the  National  Center  for  State 
Courts  simply  does  not  provide  the  kind  of  meaningful  data  which 
justifies  rejecting  the  obvious  conclusions  to  be  drawn  from  the 
very  substantial  increases  in  federal  district  court  case 
filings . 


52  The  percentage  of  civil  filings  which  were  transfers  in 
1985  was  less  than  1.4%.  Id ♦  And,  of  these  cases,  only  some 
were  transferred  in  the  same  year  as  originally  filed. 

53  That  percentage  hovered  around  2%  in  the  late  1970's,  but 
actually  decreased  to  about  1.5%  in  the  first  half  of  the  1980's. 
Id. 
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III. 


Punitive  Damages 


In  its  prior  Report,  the  Working  Group  noted  the 
extraordinary  increase  in  recent  years  in  the  level  of  punitive 
damage  awards.  For  example,  the  Working  Group  cited  data 
published  by  the  Institute  for  Civil  Justice  showing  that  the 
average  punitive  damage  award  has  increased  in  Cook  County  from 
$63,000  in  1970-74  to  $489,000  in  1980-84,  while  the  average 
personal  injury  punitive  damage  award  in  Cook  County  increased 
from  $40,000  to  $1,152,174  during  the  same  period.5^ 

The  Working  Group  did  not,  however,  recommend  that  punitive 
damages  be  abolished.  Rather  it  recommended  two  reforms:  that 
punitive  damages  be  included  within  a  cap  on  all  non-economic 
damages;  and,  that  the  standard  used  for  awarding  punitive 
damages  be  one  of  actual  malice.  55  As  discussed  in  Chapter  4,  a 
number  of  States  in  1986  enacted  legislation  addressing  punitive 
damages.  In  addition,  punitive  damages  has  been  a  key  issue  in 
the  debate  over  tort  reform,  and  was  a  particularly  important 
element  of  the  recent  Senate  consideration  of  a  federal  product 
liability  bill. 

While  there  are  some  who  believe  that  punitive  damages  do 
not  present  a  significant  problem,  there  appears  to  be  a  growing 
consensus  within  the  legal  community  that  punitive  damages  indeed 
are  in  need  of  reform.  For  example,  the  Task  Force  on  Litigation 
Issues  of  the  American  College  of  Trial  Lawyers  recently  made  the 
following  statement  on  punitive  damages.56 

The  Task  Force  unanimously  agrees  that  one  of  the 
greatest  problems  with  the  current  tort  system  is  the 
way  in  which  punitive  damages  are  handled.  Awards 
often  bear  no  relationship  to  deterrence  and  reflect  a 
jury's  dissatisfaction  with  a  defendant  and  a  desire  to 
punish,  often  without  regard  to  the  true  harm 
threatened  by  a  defendant's  conduct.  There  is  a 
general  feeling  that  punitive  damage  awards  should  be 


working  Group  Report,  at  pages  39-42.  The  awards  are 
inflation  adjusted  and  expressed  in  1984  dollars.  The  Institute 
recently  has  published  a  more  thorough  analysis  of  punitive 
damage  awards,  which  not  only  reviews  available  data  for  Cook 
County  and  San  Francisco,  but  also  includes  data  for  all  of 
California  for  the  1980-1984  period.  M.  Peterson,  S.  Sarma  &  M. 
Shanley,  Punitive  Damages:  Empirical  Findings  (1987)  . 

55  Working  Group  Report,  at  pages  68-69. 

56  Report  of  the  Task  Force  on  Litigation  Issues,  American 

College  of  Trial  Lawyers,  at  page  4  (1986). 
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more  difficult  to  obtain  and  that  the  amounts  of  such 
awards  should  be  controlled  much  more  than  they  are  at 
the  present  time.  .  .  .  The  most  important  reform 
should  be  to  limit,  either  by  a  lid  or  some  general 
formula  (for  example,  three  or  four  times  actual 
damages) ,  the  amount  of  punitive  damages  that  may  be 
recovered. 

Most  recently,  the  American  Bar  Association  House  of 
Delegates  approved  the  recommendation  of  its  Action  Commission  to 
Improve  the  Tort  Liability  System  regarding  punitive  damages. 
Among  other  proposals,  the  ABA  recommends  tightening  both  the 
standard  of  conduct  and  standard  of  proof  necessary  to  obtain 
punitive  damages,  as  well  as  giving  judges  the  authority  in 
certain  cases  to  allocate  part  of  such  damages  to  public 
purposes . 57 

Those  who  disagree  with  the  proposition  that  punitive 
damages  are  a  serious  problem  in  need  of  reform  generally  base 
their  argument  on  two  assertions.58  First,  they  contend  that 
punitive  damages  have  not  really  grown  excessively  if  median 
rather  than  average  award  data  are  used.  Second,  they  argue  that 
because  punitive  damages  are  rarely  awarded,  and  because  the 
"typical"  (that  is,  the  median)  punitive  damage  is  not  really 
that  high,  the  problem  has  been  overstated.  Unfortunately,  these 
critics  do  not  appear  to  appreciate  fully  the  nature  of  the 
problem. 

At  the  outset,  it  should  be  noted  that  punitive  damage 
awards,  while  generally  infrequent,  are  not  nearly  as  rare  as 
often  suggested.  For  example,  the  recent  analysis  by  the 
Institute  for  Civil  Justice  indicates  that  the  number  of 
punitive  damage  awards  in  Cook  County  grew  from  3  in  1960-64  to 
75  in  1980-84,  and  in  San  Francisco  grew  from  14  in  1960-64  to  51 
in  1980-84. 59  In  San  Francisco,  almost  one  out  of  every  seven 


57  The  Action  Commission  originally  recommended  that  all 
punitive  damages  be  allocated  to  public  purposes  after  paying  "a 
reasonable  portion  of  the  punitive  damage  award  to  compensate  the 
plaintiff  and  counsel  for  bringing  the  action  and  prosecuting  the 
punitive  damage  claim."  This  recommendation  was  watered  down  in 
a  compromise  before  being  submitted  to  the  House  of  Delegates. 

58  See,  e.g. .  Public  Citizen,  The  Assault  on  Personal  Injury 
Lawsuits;  A  Study  of  Reality  Versus  Mvth.»  An  Analysis  of  the 
Causes  of  the  Current  Crisis  of  Unavailability  and 

Unaf fordabilitv  of  Liability  Insurance  (1986)  (prepared  for  the 
National  Association  of  Attorneys  General  by  a  task  force  headed 
by  former  Attorney  General  of  Massachusetts  Francis  X.  Belloti.) 

59  Punitive  Damages;  Empirical  Findings,  supra .  at  page  9. 
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plaintiffs'  verdicts  (13.6%)  in  the  1980-84  period  included  a 
punitive  damage  award.60  While  most  punitive  damage  awards  occur 
in  business  or  intentional  tort  cases,  in  San  Francisco  nearly 
one  out  of  every  eight  (12%)  plaintiffs'  product  liability 
verdicts  rendered  in  the  1980-84  period  included  a  punitive 
damage  award .  6  1 

It  is  not,  however,  the  increasing  incidence  of  punitive 
damage  awards  that  has  brought  such  damages  to  the  forefront  of 
the  national  debate  over  our  tort  system.  Rather,  it  is  the 
extraordinary  growth  in  the  size  of  such  awards,  as  clearly 
reflected  in  the  increase  in  the  average  punitive  damage  award. 
The  available  data  indicate  that  in  the  last  decade  the  size  of 
punitive  damages  awards  has  undergone  almost  explosive  growth, 
particularly  in  personal  injury  cases.62 

The  argument  that  punitive  damages  have  not  really  grown 
excessively  if  median  rather  than  average  awards  are  considered 
fails  to  appreciate  the  very  nature  of  the  problem  generated  by 
punitive  damages.  To  a  large  extent,  it  is  the  seemingly  random, 
extraordinarily  high  punitive  damage  award,  that  --  while  rare  — 
has  the  truly  pernicious  effect  on  the  tort  system.  It  is  this 
occasional  immense  award,  even  if  eventually  reduced  on  appeal, 
which  is  at  the  root  of  many  of  the  concerns  regarding  punitive 
damages,  particularly  with  regard  to  product  liability.63 

Such  awards  often  far  exceed  any  available  insurance 
coverage,  even  in  those  States  that  permit  insurance  for  punitive 


60  Id. 


61  Id . .  at  page  14. 

62  The  Institute's  updated  data  for  Cook  County  indicate 
that  the  average  personal  injury  punitive  damage  award  grew  from 
$28,000  in  1970-74  to  $1,934,000  in  1980-84,  a  6,900%  increase. 
Id. .  at  page  21. 

63  To  give  but  a  few  examples  of  such  recent  awards:  a 
Texas  jury  awarded  $100  million  in  punitive  damages  to  the 
survivors  of  a  man  who  died  of  leukemia  alleged  to  have  been 
caused  by  his  work-related  exposure  to  benzene;  a  Cook  County, 
Illinois,  jury  awarded  $26  million  in  punitive  damages  to  a  man 
whose  legs  were  amputated,  allegedly  because,  after  open  heart 
surgery,  he  was  prescribed  a  drug  routinely  administered  to 
prevent  blood-clotting;  and,  a  Hennepin  County,  Minnesota,  jury 
awarded  $12.5  million  in  punitive  damages  to  a  man  who  was 
injured  when  a  26  year-old  tire  rim  exploded  while  he  was 
attempting  to  mount  it  on  his  truck. 


49 


damages  liability.64  Immense  punitive  damages  awards  can 
threaten  the  economic  viability  of  many  small  to  mid-size 
businesses,  and  can  represent  a  substantial  burden  to  even  large 
corporations  (particularly  if  such  damages  are  awarded  in  a 
number  of  similar  cases) .  There  thus  is  often  a  very  low 
threshold  for  any  risk  of  incurring  such  an  award,  even  if  that 
risk  is  statistically  very  small.  Such  awards,  however,  are  an 
irresistible  temptation  for  many  plaintiffs'  attorneys,  who 
recognize  that  the  one-third  to  one-half  contingency  fee  they 
would  receive  from  the  award  would  be  quite  substantial,  even  if 
subsequently  reduced  on  appeal  or  in  a  post-trial  settlement. 

The  inevitable  and  all  too  predictable  result  is  that 
punitive  damages  are  sought  in  many  cases  where  there  is  very 
little  likelihood  of  obtaining  such  an  award.  Plaintiffs' 
attorneys  have  very  little  to  lose  by  pursuing  a  punitive  damages 
claim  —  generally  not  much  additional  work  is  required  --  and 
there  is  much  to  gain  if  the  claim  should  succeed.  Moreover, 
because  defendants  may  be  particularly  risk  adverse  to  the 
possibility  —  no  matter  how  small  --  of  an  immense  adverse 
verdict,  the  claim  may  also  be  useful  as  a  bargaining  chip  in 
settlement  negotiations.  Finally,  since  many  jurisdictions 
permit  a  plaintiff  asserting  a  punitive  damage  claim  to  introduce 
evidence  of  the  defendant's  net  worth,  the  claim  may  be  useful 
for  no  other  purpose  than  to  obtain  a  higher  compensatory  damage 
award  from  the  jury  by  highlighting  the  defendant's  "deep 
pocket . "65 

Thus,  punitive  damage  claims  have  become  a  kind  of  legal 
lottery,  where  many  plaintiffs'  attorneys  regularly  file  claims, 
recognizing  that  even  if  in  any  one  lawsuit  their  probability  of 
success  is  small,  if  enough  such  claims  are  filed  eventually  they 
may  hit  the  jackpot. 

Punitive  damages,  however,  present  a  number  of  serious 
problems  other  than  merely  facilitating  often  abusive  litigation. 
Among  the  most  substantial  of  these  problems  is  the  effect  of 
such  damages  on  the  insurability  of  risks.  Because  punitive 
damages  awards  are  largely  unpredictable,  almost  random  events 
(especially  in  product  liability  cases) ,  it  is  difficult  for 
insurers  to  assess  their  likely  exposure  from  underwriting  such 


64  Contrary  to  popular  belief,  most  States  now  permit  such 
insurance  coverage.  See  Schumaier  &  McKinsey,  "The  Insurability 
of  Punitive  Damages,"  72  ABA  Journal  68  (1986). 

65  This  abuse  of  punitive  damage  claims  has  led  the  American 
Bar  Association,  as  part  of  its  recent  tort  reform  proposals,  to 
recommend  that  the  plaintiff  not  be  permitted  to  introduce 
evidence  of  the  defendant's  net  worth  until  after  the 
determination  of  liability  and  compensatory  damages. 
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liability  risks.  This  is  particularly  true  for  a  single  act  or 
decision  (such  as  a  product  design  feature  or  the  wording  of  a 
warning)  which  can  result  in  punitive  damage  awards  in  a  number 
of  different  lawsuits,  each  of  which  constitutes  a  separate 
"incident"  for  coverage  purposes.  Because  insurers  cannot  assess 
their  risk  with  any  degree  of  certainty,  and  in  light  of  the 
general  deterioration  of  the  tort  system,  their  tendency  often  is 
to  view  such  risks  on  an  almost  "worst  case"  basis.  As  a  result, 
many  risks  are  far  more  difficult  or  expensive  to  insure  if  the 
insurer  also  is  faced  with  the  possibility  of  an  open-ended 
liability  which  may  be  virtually  impossible  to  assess  and  which 
may  expose  the  insurer  to  massive,  unplanned  for  liability. 

Punitive  damages  also  can  have  highly  perverse  social 
effects.  One  of  the  most  dramatic  recent  examples  was  the  $8 
million  punitive  damage  award  against  the  sole  manufacturer  of 
the  polio  vaccine  on  the  theory  that  it  had  produced  the  wrong 
type  of  vaccine  (the  Sabin  rather  than  the  Salk  vaccine) ,  even 
though  the  manufacturer's  decision  complied  with  the  well- 
established  medical  judgment  of  the  United  States  government  and 
virtually  the  entire  medical  community.  The  jury  effectively 
sought  to  use  a  massive  punitive  damage  award  to  coerce  the 
manufacturer  into  producing  the  Salk  vaccine,  even  though  the 
Sabin  vaccine  has  proved  to  be  more  effective  in  combating  polio. 
Fortunately,  the  decision  was  reversed  by  the  Kansas  Supreme 

Court  by  a  f our-to-three  vote.  J ohnson  v.  American  Cyanamid Co . , 

239  Kan.  279,  718  P.2d  1318  (1986).  Had  the  decision  been 

upheld,  it  could  very  well  have  jeopardized  the  viability  of  the 
entire  polio  vaccination  program. 

In  addition,  as  previously  noted  by  the  Working  Group, 
punitive  damages  can  serve  as  a  significant  obstacle  to  the 
settlement  process  by  giving  the  plaintiff  unrealistic 
expectations  of  the  value  of  his  case  even  where  the  defendant 
has  made  a  generous  settlement  offer.66  And,  for  reasons  already 
discussed,  it  often  is  not  in  the  interest  of  plaintiff's 
attorney  to  advise  his  client  of  the  unrealistic  nature  of  his 
expectations,  even  if  the  likelihood  of  a  punitive  damage  award 
is  small.  As  one  commentator  has  noted  in  the  context  of  product 
liability,  " [ i ] t  is  close  to  impossible  to  negotiate  sensibly 
with  a  plaintiff  who  believes  that  he  can  shoot  for  the  moon." 


66  Working  Group  Report,  at  pages  66-67. 

67  Twerski,  "A  Moderate  and  Restrained  Federal  Product 

Liability  Bill:  Targeting  the  Crisis  Areas  for  Resolution,"  18 
University  of  Michigan  Journal  of  Law  Reform  575,  612  (1985) . 

Twerski  argues  that  punitive  damages  in  fact  "sabotage  settlement 
negotiations  by  thrusting  a  huge  'unknown'  into  the 
negotiations."  Id . 


51 


Finally,  it  must  always  be  remembered  that  punitive  damages 
by  their  very  nature  do  not  serve  to  compensate  plaintiffs.  They 
are  a  pure  windfall,  whose  only  legitimate  purpose  is  to  deter 
truly  outrageous  and  harmful  conduct.  To  the  extent  that 
punitive  damages  are  an  ineffective  or  an  abused  vehicle  for 
deterrence,  as  many  believe  to  be  the  case,  it  is  important  to 
consider  the  social  costs  associated  with  such  damages.  Prime 
among  those  costs  is  the  effect  such  damages  have  on  the  price  of 
products,  as  manufacturers  pass  through  higher  insurance  premiums 
or  the  cost  of  maintaining  increased  self-insurance  reserves. 
These  price  increases  effectively  operate  as  a  form  of  regressive 
sales  tax,  with  a  disproportionate  effect  on  poor  and  lower 
middle  class  consumers.  These  consumers  ultimately  must  pay  the 
price  for  a  system  which,  at  times,  seems  to  have  degenerated 
into  little  more  than  a  lucrative  lottery  for  plaintiffs' 
attorneys . 68 


IV.  Transaction  Costs 

As  noted,  the  Working  Group  in  its  February,  1986  Report 
identified  excessive  transaction  costs  as  a  major  problem  of  the 
tort  system.  Late  last  year,  the  Institute  for  Civil  Justice 
published  the  most  detailed  analysis  conducted  to  date  on  the 
transaction  costs  of  the  entire  tort  system.69 

Using  two  different  methods  for  assessing  the  costs 
associated  with  the  tort  system,  the  Institute  estimates  that  the 
total  expenditure  nationwide  for  tort  litigation  in  1985  was 
between  $29  billion  and  $36  billion.  Of  this  amount,  the 
Institute  estimates  that  between  $16  to  $19  billion  was  spent  for 
the  various  costs  of  the  tort  litigation  system,70  with  only  $14 
to  $16  billion  paid  in  net  compensation  to  plaintiffs. 

For  all  tort  cases,  the  Institute's  best  estimate  is  that 
the  net  compensation  paid  to  plaintiffs  amounted  to  only  46%  of 
the  total  1985  expenditure  for  tort  litigation.  If  only  non¬ 
automobile  tort  cases  are  considered,  the  net  compensation  paid 


68  Some  commentators  even  argue  that  punitive  damage  awards 
have  become  so  excessive  and  unfair  in  certain  cases  that  the 
awards  may  be  subject  to  legitimate  constitutional  challenges. 

See  Jeffries,  "A  Comment  On  the  Constitutionality  of  Punitive 
Damages,"  72  Virginia  L.  Rev.  139  (1986). 

69  J.  Kakalik  &  N.  Pace,  Costs  and  Compensation  Paid  in  Tort 
Litigation  (1986). 

70  This  amount  includes  $4  to  $5  billion  in  the  value  of 
time  spent  on  tort  litigation  by  litigants  and  their  employees. 
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to  plaintiffs  drops  to  43%  ( see  Chart  L) .  While  the  Institute's 
analysis  does  not  provide  data  for  categories  of  tort  litigation 
other  than  automobile  and  non-automobile  cases,  its  earlier 
analysis  of  the  asbestos  litigations  suggests  that  the  net 
compensation  percentage  is  even  less  for  complex  tort  litigation 
such  as  product  liability  cases.71 

As  noted  by  the  Working  Group  last  year,  "[i]t  is  difficult 
to  justify  such  extraordinary  transaction  costs.  But  it  is 
particularly  difficult  to  justify  such  costs  when  the  costs  often 
are  borne  largely  by  the  seriously  injured  and  by  consumers  who 
ultimately  must  pay  for  these  costs  through  higher  prices  for 
goods  and  services."72 


V.  Doctrinal  Changes  in  Tort  Law 

The  foregoing  sections  of  this  Chapter  have  focused 
primarily  on  changes  in  the  tort  system  which  can  be  measured  in 
quantitative  terms  —  the  size  of  jury  verdicts,  the  number  of 
filed  cases,  the  size  and  number  of  punitive  damage  awards,  and 
the  transaction  costs  of  tort  litigation.  While  such  data  add 
considerably  to  the  public's  understanding  of  many  of  the 
problems  of  the  tort  system,  they  also  have  an  unfortunate 
tendency  to  distract  attention  from  the  underlying  causes  of  the 
tort  system's  problems  —  the  many  doctrinal  changes  in  tort  law 
over  the  past  two  decades  which,  when  taken  together,  have  vastly 
expanded  tort  liability. 

The  past  two  decades  have  been  an  era  in  which  traditional 
limitations  and  conditions  on  tort  liability  have  been  swept 
aside  in  favor  of  far  more  expansive  notions  of  liability.  The 
empirical  data  discussed  in  this  Chapter  provide  an  objective 
measure  of  some  of  the  symptoms  of  this  doctrinal  revolution. 

The  data,  however,  provide  at  best,  an  imperfect  picture,  in  that 
they  can  only  measure  those  aspects  of  the  tort  system  that  can 
be  reduced  to  quantitative  terms.  But  many  of  the  most  serious 
problems  of  tort  law  cannot  be  measured  or  demonstrated 
empirically,  but  can  only  be  understood  as  qualitative 
deficiencies  of  our  legal  system. 


71  The  net  compensation  percentage  received  by  asbestos 
plaintiffs  is  roughly  38%.  This  does  not,  however,  include  the 
cost  of  the  litigants'  time,  which,  if  taken  into  account,  would 
reduce  plaintiffs'  net  compensation  percentage  even  further.  See 
Working  Group  Report,  at  pages  42-45. 

72  Id . ,  at  page  45. 
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CHART  L 

COSTS  AND  COMPENSATION 
PAID  FOR  THE  AVERAGE  TORT 
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SOURCE:  INSTITUTE  FOR  CIVIL  JUSTICE  ‘PERCENTAGES  DO  NOT  SUM  TO  1 00%  DUE  TO  ROUNDING 


The  recent  expansion  of  tort  liability  doctrines  has  been 
one  of  the  most  dramatic  and  far-reaching  developments  in  modern 
American  law.  It  has  been  almost  entirely  a  product  of  judicial 
reconstruction  of  the  common  law.  And  it  is  only  in  recent  years 
that  this  judicial  movement  has  had  its  full  impact  upon  American 
society  and  the  United  States  economy. 

The  most  active  and  visible  area  of  expanding  tort  liability 
has  been  that  of  product  liability.  With  the  purported 
justification  of  risk  redistribution  and  the  internalization  of 
injury  costs,  courts  throughout  the  Nation  have  relaxed  concepts 
of  fault  and  even  causation  to  the  point  where  many  manufacturers 
have  become  virtual  insurers  for  anyone  injured  while  using  their 
products . 

But  the  expansion  of  tort  liability  is  by  no  means  limited 
to  product  liability.  While  considerable  intellectual  energy 
has  gone  into  trying  to  justify  more  expansive  liability  for 
product-related  injuries,73  the  same  phenomenon  —  with  far  less 
of  an  attempt  to  develop  an  intellectually  rigorous  foundation 
has  manifested  itself  in  other  areas  of  tort  liability  such  as 
governmental  liability,  medical  malpractice  and  other  forms  of 
professional  liability.74  One  is  left  with  an  almost  inescapable 
conclusion  that  the  expansion  of  tort  liability  is  less  the 
consequence  of  the  theoretical  rationalizations  developed  in  the 
context  of  product  liability,  than  the  result  of  a  desire  of  many 
courts  to  use  tort  law  to  facilitate  the  transfer  of  assets  from 
"deep  pocket"  defendants  (including  insurers)  to  injured  or  ill 
persons.7^  Whatever  the  reasons  or  justifications  for  this 


73  A  detailed  history  of  the  deterioration  of  fault-based 
liability  for  product-related  injuries  can  be  found  in  Priest, 
"The  Invention  of  Enterprise  Liability:  A  Critical  History  of 

the  Foundations  of  Modern  Tort  Law,"  14  J. _ Legal  Studies  461 

(1985) . 

74  It  is  interesting  to  note  that  Fleming  James,  whom  Priest 
credits  with  having  established  much  of  the  intellectual 
foundation  for  strict  product  liability,  did  not  limit  or  even 
focus  his  arguments  on  product-related  injuries.  Rather,  James 
believed  that  the  fault  system  derived  from  archaic  notions  of 
behavior,  and  argued  that  the  sole  aim  of  tort  law  should  be  to 
compensate  the  injured  and  the  ill.  See  id._,  at  pages  465-83. 

75  The  "deep  pocket"  effect  in  fact  has  been  empirically 

corroborated.  A.  Chin  &  M.  Peterson,  Deep  Pockets ,  Empty 
Pockets:  Who  Wins  in  Cook  County  Jury  Trials  (1985).  The  study 

found  that  in  cases  involving  severely  injured  plaintiffs, 
corporate  defendants  had  to  pay  over  four  times  the  amount  paid 

by  individual  defendants  in  similar  cases.  It  also  found  that 

( continued . . . ) 
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development,  the  last  two  decades  has  been  a  period  of 
revolutionary  change  in  tort  law  with  one  controlling  theme  — 
virtually  every  judicially  created  change  has  operated  to  expand 
rather  than  to  limit  tort  liability. 

In  its  prior  Report,  the  Working  Group  discussed  these 
doctrinal  changes  in  the  context  of  the  deteriorating  role  of 
fault  and  causation  in  determining  tort  liability.76  While  the 
Report  cited  a  number  of  cases  as  examples  of  this  doctrinal 
evolution,  it  would  require  a  virtual  treatise  to  show  the  way  in 
which  tort  liability  has  expanded  in  recent  years  in  each  of  the 
States.  But  one  case,  in  particular,  illustrates  well  some  of 
the  worst  excesses  of  our  tort  liability  system  —  O'Brien  v. 
Muskin  Corp . .  a  1983  decision  of  the  New  Jersey  Supreme  Court.77 

O'Brien  was  a  product  liability  case  involving  an  above¬ 
ground  swimming  pool  with  an  inner  vinyl  liner.  The  swimming 
pool  was  filled  to  a  depth  of  approximately  three  and  one-half 
feet.  The  manufacturer  attached  a  warning  in  one-half  inch  high 
letters  on  the  side  of  the  pool  which  read  "DO  NOT  DIVE." 


75 ( . . . continued) 

corporate  defendants  were  more  likely  to  be  found  liable  than 
individual  defendants. 

76  Working  Group  Report,  at  pages  30-35,  61-65. 

77  94  N.J.  169,  463  A. 2d  298  (1983).  Although  the  New 
Jersey  Supreme  Court  has  been  a  leader  in  the  movement  toward  no¬ 
fault  liability,  see,  e . g.  ,  Beshada  v.  Johns-Manville  Products 
Corp , ,  90  N.J.  191,  447  A. 2d  539  (1982)  (manufacturer  liable  for 
failure  to  warn  of  dangers  technologically  and  scientifically 
unknowable  at  time  of  manufacture) ;  Johnson  v.  Salem  Coro. .  99 
N.J.  78,  477  A. 2d  1246  (1984)  (despite  jury  finding  that  product 
was  reasonably  safe  as  manufactured,  manufacturer  liable  for 
failure  to  meet  its  burden  of  proof  that  utility  of  product 
outweighs  product's  risks),  other  States  have  embraced  similar 
liability  doctrines.  See,  e.g. .  Duncan  v.  Cessna  Aircraft  Coro. . 
665  S . W. 2d  414  (Tex.  1984)  (adopting  pure  comparative  "causation" 
standard  for  strict  liability  cases  despite  concluding  that 
legislative  adoption  of  modified  comparative  negligence 
encompassed  only  negligence  cases) ;  Hughes  v.  Magic  Chef.  Inc. . 
288  N . W. 2d  542  (Iowa  1980)  (limiting  manufacturer's  defenses  for 
consumer  product  misuse) ;  Elmore  v.  Owens-Illinois  Inc. .  673 
S.W.2d  434  (Mo.  1984)  (en  banc)  (manufacturer  can  be  held  liable 
for  defectively  designed  product,  even  though  state-of-art  at 
time  of  manufacture  or  sale  was  such  that  defect  could  not  have 
been  known);  Gustafson  v.  Benda,  661  S.W.2d  11  (Mo.  1983)  (en 
banc)  (abolishing  doctrines  of  contributory  negligence  and  last 
clear  chance  and  adopting  comparative  fault  despite  repeated 
legislative  refusals  to  adopt  comparative  negligence) . 
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Nevertheless,  the  plaintiff  (who  was  found  to  be  a  trespasser) 
dove  in  the  pool  (possibly  off  the  side  of  an  adjacent  eight-foot 
high  garage)  and  sustained  a  serious  injury.  The  plaintiff 
alleged  that  his  outstretched  hands  had  slid  on  the  vinyl  bottom 
of  the  pool,  thereby  allowing  him  to  strike  his  head.  He  sued 
the  manufacturer  of  the  pool  on  the  theory  that  it  was  liable  for 
his  injuries  because  it  had  failed  to  warn  him  of  the  risks  of 
diving  into  the  pool,  and  because  it  had  used  a  vinyl  liner  for 
the  pool. 

The  trial  court  allowed  the  failure  to  warn  claim  to  go  to 
the  jury,  but  held  that  the  defective  design  claim  based  on  the 
use  of  a  vinyl  liner  could  not  be  presented  to  the  jury  on  the 
ground  that  even  the  plaintiff's  expert  admitted  that  he  knew  of 
no  alternative  liner  materials  used  for  such  above-ground  pools 
other  than  vinyl. 

The  New  Jersey  Supreme  Court  reversed  the  trial  court's 
decision  on  the  defective  design  claim.  The  Court's  holding  was 
based  on  its  conclusion  that  even  where  the  plaintiff  could  not 
show  a  safer  alternative  design,  he  could  prevail  if  he  could 
convince  a  jury  that  the  "risk  posed  by  the  pool  outweighed  its 
utility."78  As  justification  for  this  result,  the  Court  stated 
that  the  "cost  [of  liability  of  harm  to  others]  might  dissuade  a 
manufacturer  from  placing  the  product  on  the  market,  even  if  the 
product  has  been  made  as  safely  as  possible."  As  noted  by  a 
dissenting  member  of  the  Court,  this  holding  effectively 
transforms  strict  liability  into  absolute  (or  no-fault)  liability 
if  the  jury  determines  that  the  "risk"  associated  with  a  product 
outweighs  its  "utility."80 

One  commentator  has  observed  that  O'Brien  "reaches  an 
astounding  result,"  and  that  it  "permits  a  jury  to  condemn  at 
whim  a  common  product  that  a  manufacturer  has  honestly  marketed 


78  Id. .  463  A. 2d  at  306. 

79  id  t  in  a  revealing  passage,  the  Court  indicated  that  one 
of  the  criteria  which  can  be  used  to  determine  whether  a 
product's  risk  outweighs  its  utility  is  "[t]he  feasibility,  ^  on 
the  part  of  the  manufacturer,  of  spreading  the  loss  by  setting 
the  price  of  the  product  or  carrying  liability  insurance."  ld_j_, 
463  A. 2d  at  305. 

80  Id.,  463  A. 2d  at  310-15.  While  the  dissenting  justice 
would  have  remanded  the  case  for  further  review  of  whether  there 
was  a  safer  alternative  design,  the  majority  expressly  rejected 
the  principle  that  the  plaintiff  would  have  to  show  a  safer 
alternative  design  in  order  to  prevail  on  his  defective  design 

claim . 
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and  whose  design  it  cannot  improve."81  As  stated  by  that 
commentator:  "In  short,  courts  may  rely  on  O'Brien  to  declare 

defective  in  design  a  product  used  in  millions  of  American  homes 
even  though  the  manufacturer  provides  adequate  warning  of  the 
risks  involved  in  its  misuse  and  the  plaintiff  fails  to  present 
any  evidence  of  an  alternative  design  that  would  render  the 
product  safer.  .  .  .  Ultimately,  0 ' Br ien  rejects  the  notion  that 
the  market,  as  an  indicator  of  consumer  values,  provides  an 
appropriate  basis  for  concluding  that  widespread  acceptance  of  a 
product  indicates  the  social  importance  of  a  product  or  society's 
willingness  to  accept  the  risk  the  product  presents,  or  both."82 

0 ' Brien  ably  illustrates  how  "fault"  in  many  instances  has 
been  reduced  to  an  almost  meaningless  concept.  It  is  difficult 
to  conceive  precisely  what  measures  a  manufacturer  can  take  to 
avoid  liability  under  O'Brien,  other  than  not  to  manufacture  a 
Product  which  some  jury  might  ultimately  determine  to  pose  risks 
outweighing  its  utility.  In  essence,  the  manufacturer  becomes  an 
insurer  for  everyone  who  injures  himself  —  even  when  in  total 
disregard  of  the  manufacturer's  instructions  —  while  using  its 
product.8-3  The  manufacturer's  liability  ultimately  is  not 
determined  on  the  basis  of  its  commitment  to  safety,  but  on  the 
basis  of  a  jury's  abstract  decision  regarding  the  utility  and 
risks  of  a  product  (which,  in  the  case  of  O'Brien .  reduces  itself 
to  the  question  of  whether  Americans  should  be  permitted  to  own 
and  use  above-ground  swimming  pools) .  This  decision  is  to  be 
made  in  the  context  of  a  single  case  with  the  backdrop  of  an 
often  sympathetic  and  severely  injured  plaintiff  suing  a  "deep 
pocket"  corporate  defendant. 

The  purpose  of  the  Court's  holding  in  O'Brien  seems 
relatively  plain  —  to  ensure  that  plaintiffs  receive 
compensation.  While  some  may  welcome  that  result  as  well  as  the 
doctrinal  changes  that  ensure  such  compensation,  the  price  for 
these  result-oriented  legal  decisions  ultimately  is  borne  by 
consumers.  To  the  extent  such  liability  results  in  higher 
prices,  the  cost  will  be  borne  disproportionately  by  lower  income 
consumers,  who  will  have  to  devote  a  larger  percentage  of  their 


81  Twerski .  supra .  at  pages  588-89. 

82  Id.  Twerski  notes  further  that  because  the  plaintiff 
challenges  an  entire  product  line,  the  defendant  "could  face 
countless  lawsuits  without  any  realistic  defense  ...  a 
frightening  liability  picture  for  even  the  most  conscientious 
manufacturer."  Id . 

83  As  noted  by  a  dissenting  member  of  the  Court  in  O'Brien . 
"[i]t  follows  from  the  majority's  rationale  that  a  jury  may  be 
permitted  to  find  that  there  is  a  'defect'  whenever  there  is  an 
accident  involving  a  product."  463  A. 2d  at  315. 
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income  to  such  tort  driven  insurance  schemes.  Moreover,  the  high 
transaction  costs  of  the  tort  system  ensure  that  for  every  three 
dollars  consumers  pay  in  higher  prices  to  fund  such  compensation 
payments,  consumers  will  recover  only  about  one  dollar  in 
benefits . 84 

In  a  case  such  as  0 ' Br ien ,  however,  it  is  distinctly 
possible  that  consumers  may  not  even  be  permitted  to  purchase  the 
product  at  a  higher  price,  for  what  rational  manufacturer  will 
continue  to  produce  a  product  whose  "risks"  are  deemed  to  exceed 
its  "utility,"  and  which  therefore  will  expose  the  manufacturer 
to  virtually  absolute  liability  in  case  after  case.  Thus, 
result-oriented  decisions  such  as  O'Brien  not  only  penalize 
consumers  by  making  them  pay  higher  prices  for  products,  but  in 
many  instances  totally  deprive  consumers  of  desired  and  useful 
products . 

The  above  observations  are,  of  course,  equally  applicable  to 
others  forms  of  economic  activity,  including  the  provision  of 
professional  services  such  as  health  care  as  well  as  municipal 
services  such  as  police  protection  and  the  operation  of 
playgrounds  and  public  swimming  pools.  To  the  extent  that  courts 
devise  new  liability  doctrines  to  ensure  that  plaintiffs  will  be 
compensated  wherever  possible,  it  is  the  consumer  and  the 
taxpayer  who  must  bear  the  cost  through  higher  prices  and 
increased  taxes,  and  through  a  reduction  in  the  goods  and 
services  which  otherwise  would  be  available. 

0 ' Br ien  illustrates  an  additional  problem  arising  from  the 
rapid  expansion  of  tort  liability  doctrines  in  recent  years  -  a 
problem  which  relates  directly  to  insurance  availability  and 
affordability.  Decisions  such  as  O'Brien  have  introduced 
tremendous  uncertainty  into  the  tort  system.  Increasingly, 
insurers  and  potential  defendants  find  it  extremely  difficult,  if 
not  virtually  impossible,  to  predict  liability.  One  commentator 
who  has  observed  this  phenomenon  in  recent  changes  in  product 
liability  doctrines  condemns  this  "lack  of  comprehensibility  of 
the  law  to  those  whose  behavior  the  law  seeks  to  control  or 

modify. "86 


84  See  Working  Group  Report,  at  page  31  n.24.  As  noted  in 
the  Report,  this  rate  of  return  is  all  the  more  inadequate  when 
compared  to  first-party  health  and  disability  insurance,  where 
the  consumer  receives  back  $1  for  every  $1.25  paid  in  premiums. 

Id. 


85  See  footnote  82,  supra. 

86  Twerski,  supra,  at  page  580. 
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The  lack  of  predictability,  or  comprehensibility,  greatly 
exacerbates  the  already  serious  deficiencies  of  the  tort  system. 
It  directly  increases  the  cost  of  the  tort  liability  system  by 
generating  uncertainty  as  to  liability  exposure,  thereby 
increasing  the  cost  of  liability  insurance  or  requiring  larger 
self-insurance  reserves.87  But,  as  importantly,  it  undermines 
the  deterrent  value  of  tort  law,  for  how  can  one  modify  one's 
behavior  to  avoid  wrongful  conduct  when  one  cannot  ascertain  what 
type  of  behavior  will  be  found  to  be  wrongful.  Of  course,  that 
is  not  to  say  that  tort  law  no  longer  deters  when  its  standards 
become  increasingly  uncertain  and  unpredictable.  But  it  is  to 
say  that  such  uncertainty  and  unpredictability  is  as  likely  to 
deter  socially  beneficial  activities  and  products  as  it  is  likely 
to  deter  undesirable  and  wrongful  conduct.88 

Thus,  while  expanding  tort  liability  doctrines  increase  the 
burden  of  tort  law  on  the  American  economy  simply  by  generating 
additional  liability  which  must  be  borne  by  the  consumer  and  the 
taxpayer,  it  also  has  a  second  (and  perhaps  even  more 
substantial)  effect  of  generating  uncertainty  and 
unpredictability  which,  of  itself,  increases  the  costs  of  the 
tort  system  and  undermines  the  deterrent  role  of  tort  law. 


87  Professor  George  Priest  of  the  Yale  Law  School  argues  in 
a  soon  to  be  published  article  that  this  uncertainty  is  the 
primary  cause  of  the  crisis  in  insurance  availability  and 
affordability.  He  believes  that  the  growing  uncertainty  of  tort 
liability  makes  it  increasingly  difficult  for  insurers  to  form 
and  maintain  risk  pools,  and  thereby  undermines  the  entire 
underwriting  process.  If  Priest  is  correct  in  his  assessment  of 
the  problem,  a  continued  expansion  of  tort  liability  doctrines 
may  effectively  destroy  the  ability  of  the  property/casualty 
industry  to  underwrite  many  risks.  Priest,  "The  Current 
Insurance  Crisis  and  Modern  Tort  Law,"  (December  9,  1986,  working 
paper) . 

O  O 

One  of  the  costs  of  the  tort  system  most  difficult  to 
measure  is  the  opportunity  cost  arising  from  products  and 
services  that  are  withheld  from  the  market  as  well  as  innovation 
and  product  improvements  that  are  inhibited  because  of  the 
possibility  of  tort  liability.  Since  these  costs  are  so 
difficult  to  identify  and  measure  they  tend  to  be  ignored.  But 
they  may  very  well  be  orders  of  magnitude  greater  than  the  direct 
costs  of  the  tort  system.  See  Huber,  "Safety  and  the  Second 
Best:  the  Hazards  of  Public  Risk  Management  in  the  Courts,"  85 

Columbia  L.  Rev.  277  (1985).  In  this  regard,  see  also  a  recent 
series  of  articles  published  by  the  National  Legal  Center  For  the 
Public  Interest  under  the  title  of  "The  Legal  System  Assault  on 
the  Economy." 
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CHAPTER  4 


PUBLIC  AND  STATE  SUPPORT  FOR  TORT  REFORM 


In  its  prior  Report  the  Working  Group  recommended  a  number 
of  reforms  of  tort  law.  While  some  of  these  reforms 
appropriately  can  be  implemented  at  the  federal  level,  the 
Working  Group  recognized  that  the  most  of  the  reforms  would  have 
to  be  adopted  by  the  States.  In  1986  many  States  adopted  tort 
reform  proposals,  many  of  which  were  similar  to  those  recommended 
by  the  Working  Group.  In  addition,  the  public  repeatedly  showed 
its  strong  support  for  tort  reform  initiatives  in  1986.  This 
Chapter  describes  some  of  the  more  important  and  encouraging  tort 
reform  developments  of  the  past  year. 


I .  Public  Support  for  Tort  Reform 

The  public  has  shown  strong  support  for  reform  of  the  civil 
justice  system.  A  Lou  Harris  poll,  conducted  in  May  of  last 
year,  found  that  69%  of  the  people  surveyed  thought  it  was  too 
easy  for  persons  who  claim  to  have  been  injured  or  wronged  to  sue 
for  damages,  while  63%  thought  that  cash  settlements  in  such 
cases  were  excessive. The  same  survey  found  that  the  public 
placed  the  blame  for  the  liability  crisis  squarely  upon  the 
shoulders  of  lawyers  looking  for  big  fees,  clients  who  think  such 
suits  are  the  road  to  riches,  and  laws  that  make  it  too  easy  to 
sue.91  Significantly,  65%  of  those  surveyed  indicated  their 
support  for  a  cap  of  $150,000  on  awardable  damages  provided  that 
the  plaintiff's  medical  care  is  fully  paid. 


89  The  Administration  last  year  submitted  three  bills  to  the 
Congress  implementing  its  tort  reform  recommendations.  See  "The 
Product  Liability  Reform  Act  of  1986,"  H.R.  4766  (the  Senate 
companion  was  introduced  as  an  amendment  in  the  nature  of  a 
substitute  to  S.  100) ;  "The  Government  Contractor  Liability 
Reform  Act  of  1986,"  H.R.  4765,  S.  2441;  and,  "The  Federal  Tort 
Reform  Act  of  1986,"  H.R.  4770,  S.  2440. 

99  The  Harris  Survey,  Tribune  Media  Services,  Inc.,  No.  34 
(June  9 ,  1986) . 

91  Id. 


92  Id. 
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In  a  separate  study,  conducted  at  about  the  same  time,  85% 
of  those  surveyed  favored  a  limit  on  attorneys'  fees  received 
from  liability  suits,  while  63%  (up  from  57%  in  October,  1985) 
favored  limits  on  the  amount  of  money  an  injured  party  can 
receive  for  pain  and  suffering  in  such  suits.  Similarly,  56% 
believed  that  pain  and  suffering  awards  were  too  high.93 

More  recent  polls  have  produced  the  same  results.  A  survey 
released  in  December  of  1986,  funded  by  the  American  Medical 
Association,  is  a  good  example.  Of  the  survey's  sample,  58% 
believed  that  jury  awards  were  too  large,  and  70%  agreed  that 
jury  awards  should  be  limited. 94  Limits  on  attorneys'  fees  in 
successful  suits  were  favored  by  79%. 

The  public  also  demonstrated  its  support  for  tort  reform  at 
the  ballot  box.  In  June  of  last  year,  by  a  margin  of  62%  to  38%, 
California  voters  approved  Proposition  51,  an  initiative  which 
eliminates  joint  and  several  liability  for  all  non-economic 
damages  in  personal  injury  suits.  This  was  a  particularly 
important  test  of  the  public  acceptance  of  tort  reform  because 
the  debate  had  been  so  hotly  contested.  Indeed,  the  plaintiffs' 
bar  initially  characterized  the  Proposition  as  a  referendum  on 
the  public  support  for  tort  reform.95 

In  August,  1986,  the  White  House  Conference  on  Small 
Business,  with  1,823  delegates  representing  ten  times  as  many 
small  businesses,  voted  tort  reform  as  its  number  one  priority 
for  Congressional  action.  Outranking  59  other  recommendations, 
Resolution  180  included  a  package  of  eleven  tort  reform 
proposals,  including  the  elimination  of  joint  and  several 
liability,  a  cap  of  $250,000  on  non-economic  damages,  a 
limitation  on  attorneys'  contingency  fees,  and  a  return  to  a 
uniform,  fault-based  standard  of  liability.  A  separate 
resolution,  recommending  enactment  of  pending  product  liability 
reform  legislation,  also  ranked  in  the  Conference's  top  ten 
recommendations . 


93  These  polls  were  conducted  by  Cambridge  Reports,  Inc.  for 
the  Insurance  Information  Institute. 

94  This  compares  to  only  44%  and  56%  respectively,  in  a 
similar  poll  conducted  in  1985. 

95  Voters  in  two  other  States  also  considered  questions 
related  to  tort  reform  in  the  November  elections.  In  Montana, 
with  nearly  56%  of  the  vote,  a  constitutional  amendment  was 
adopted  authorizing  the  legislature  to  enact  tort  reform 
measures.  In  Arizona,  on  the  other  hand,  a  similar  amendment 
failed  by  about  15,000  votes  out  of  a  total  of  844,000  cast  votes. 
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The  American  Tort  Reform  Association,  a  recently  organized 
coalition  of  trade  associations,  large  and  small  businesses, 
professional  groups,  and  individuals  dedicated  to  obtaining  tort 
reform  legislation  on  the  State  and  federal  level,  is  further 
evidence  of  the  broad  base  of  support  for  civil  justice  reform. 
The  Association's  list  of  some  400  members  covers  the  spectrum  of 
American  enterprise,  and  includes  such  diverse  groups  as  the  Boy 
Scouts  of  America,  the  American  College  of  Obstetricians  and 
Gynecologists,  the  National  Ski  Areas  Association,  the  National 
Institute  of  Municipal  Law  Officers  and  the  American  Association 
of  Community  and  Junior  Colleges.96 

In  May  of  last  year,  140  organizations  representing  a  broad 
cross-section  of  American  economic  activity  issued  a  report 
entitled  "The  Need  for  Legislative  Reform  of  the  Tort  System:  A 
Report  on  the  Liability  Crisis  from  Affected  Organizations." 

Among  other  things,  the  report  concludes  that  there  is  a  very 
real  tort  liability  crisis,  and  that  legislative  tort  reforms  are 
an  important  and  effective  response  to  that  crisis. 

In  addition  to  these  organizations,  the  AFL-CIO  has  endorsed 
specific  tort  reforms,  particularly  those  which  seek  to  increase 
predictability  and  reduce  transaction  costs.97  The  AFL-CIO' s 
statement  noted  that  "[ultimately,  it  is  the  American  worker  and 
the  American  consumer  who  suffer  most  .  .  .,"  and  that 

"[l]awyers,  not  victims,  thus  gain  the  most  from  the  tort 
system."  The  statement  was  particularly  critical  of  "the 
development  of  new  theories  of  liability,"  and  "dramatic 
increases  in  the  size  of  the  average  award." 

Notably,  there  has  even  been  some  limited  support  for  tort 
reform  from  the  practicing  bar.  The  American  College  of  Trial 
Lawyers  issued  a  report  in  August  which  contained  some  modest 
recommendations  for  tort  reform.  For  example,  the  College 
concluded  that: 

[T] he  joint  and  several  liability  rule  should  be 
modified,  except  in  cases  of  concert  of  action,  to 
reflect  prevailing  notions  of  comparative  fault.  There 
is  good  reason  not  to  hold  a  defendant  responsible  for 
more  than  that  defendant's  proportional  share  of 
responsibility  or  fault.98 


96  Legislative  Resource  Book.  American  Tort  Reform 
Association  (1986). 

97  Statement  by  the  AFL-CIO  Executive  Council,  "Liability 
Insurance  and  Tort  Law"  (May  21,  1986) . 

98  Report  of  the  Task  Force  on  Litigation  Issues.  American 

College  of  Trial  Lawyers,  at  page  4  (1986) . 
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The  College  also  concluded  that  some  modification  of  the 
collateral  source  rule  might  be  appropriate,  and  indicated  that 
the  concept  of  strict  liability,  which  it  concluded  became 
popular  because  of  assumptions  about  insurability  and  risk¬ 
sharing,  needed  to  be  reexamined  in  light  of  the  current 
liability  insurance  crisis." 

In  addition,  the  American  Bar  Association  House  of  Delegates 
recently  adopted  the  recommendations  of  its  Action  Commission  to 
Improve  the  Tort  Liability  System,  which  proposed  several  modest 
tort  reforms.  Among  these  was  a  recommendation  that  joint  and 
several  liability  be  modified  so  that  persons  whose 
responsibility  for  an  injury  is  "substantially  disproportionate" 
to  the  liability  for  the  entire  injury  may  be  found  liable  only 
for  their  equitable  percentage  share  of  the  plaintiff's  non¬ 
economic  damages.100  (The  ABA's  recommendations  regarding  reform 
of  punitive  damages  are  discussed  in  Chapter  3.) 


II .  State  Activity 

In  addition  to  the  initiatives  and  referenda  discussed 
above,  tort  reform  and  the  liability  insurance  crisis  were  the 
subject  of  much  study  and  debate,  as  well  as  regulation  and 
legislation,  in  the  States  during  1986.  While  legislative  action 
probably  was  the  most  visible,  there  were  other  equally 
significant  developments. 


A.  Commission  Studies  and  Reports 

In  August,  the  National  Governors'  Association  (NGA) , 
unanimously  adopted  a  resolution  urging  the  Congress  to  adopt  a 
national  product  liability  code.  The  Governors  noted  that: 

The  issue  of  product  liability  reform  has  increasingly 
pointed  to  federal  action  as  a  way  in  which  to 
alleviate  the  problems  faced  by  product  manufacturers 
with  regard  to  inconsistent  State  product  liability 
laws.  This  lack  of  uniformity  makes  it  impossible  for 
insurers  to  predict  accurately  the  potential  liability 
of  product  manufacturers  and  insurers.  Clearly,  a 


99  Id. .  at  pages  3-6. 

100  As  an  illustration  of  such  "substantially 
disproportionate"  responsibility,  the  Commission's  Report  gives 
the  example  of  two  liable  defendants  where  one  is  less  than  25% 
responsible  for  the  plaintiff's  injury. 
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national  product  liability  code  would  greatly  enhance 
the  effectiveness  of  interstate  commerce.  Furthermore, 
the  system  causes  inflated  prices  for  our  consumer 
goods,  the  discontinuation  of  necessary  product  lines, 
and  adversely  affects  the  international  competitiveness 
of  the  U . S . ih 1 


In  part,  this  resolution  was  based  upon  a  report  to  the  NGA 
presented  by  its  Task  Force  on  Liability  Insurance . The 
report,  among  other  things,  provided  a  synopsis  of  various  tort 
reform  measures,  including  most  of  those  identified  by  the 

Working  Group. 3 


The  NGA  noted  that  twenty  Governors  had  established  task 
forces  or  commissions  to  review  liability  related  issues.  Many 
of  these  groups  have  since  completed  their  work  and  have  issued 
their  reports  and  recommendations . Perhaps  the  most  thorough 
of  these  was  New  York's  two  volume  Report  of  the  Governor's 
Advisory  Commission  on  Liability  Insurance  entitled  "Insuring  Our 
Future."  Among  other  things,  this  report  provides  a  compelling 


101  National  Governors'  Association,  policy  E.-9  Liability 
Insurance,  rescinding  policy  B.-19  (August,  1986). 

102  The  members  of  this  task  force  included  the  Governors  of 
Illinois,  Massachusetts,  Michigan,  Missouri,  Nevada,  New 
Hampshire,  New  Jersey,  New  York,  Ohio,  Rhode  Island  and  Virginia. 

103  The  Task  Force  discussed  elimination  or  modification  of 
joint  and  several  liability,  caps  on  non-economic  damages,  reform 
of  punitive  damages,  scheduling  of  attorneys'  contingency  fees, 
reform  of  the  collateral  source  rule,  use  of  periodic  payments, 
and  reestablishment  of  broader  sovereign  immunity. 

104  For  example,  reports  have  been  issued  in  Arizona, 
Colorado,  Connecticut,  Hawaii,  Maryland,  Massachusetts,  Michigan, 
New  York,  Oregon,  Tennessee  and  Wyoming.  As  might  be  expected, 
these  reports  vary  in  their  conclusions  and  recommendations. 

But,  almost  without  exception,  they  have  endorsed  the  enactment 
of  at  least  some  tort  reform  measures.  For  example,  the  final 
report  of  the  Governor  of  Oregon's  Task  Force  on  Liability 
included  a  comprehensive  discussion  of  tort  reform  as  part  of  its 
consideration  of  measures  necessary  to  ease  the  liability 
insurance  problem  in  Oregon.  Among  the  tort  reform  measures 
recommended  were  caps  on  non-economic  damages,  the  use  of 
periodic  payments  for  awards  of  future  damages,  elimination  of 
the  doctrine  of  joint  and  several  liability,  limits  upon 
attorneys'  contingency  fees,  and  increased  sanctions  for  bringing 
frivolous  lawsuits  in  the  hope  of  obtaining  a  "nuisance"  value 
settlement.  Final  Report  of  Recommendations  to  Ease  the  Liability 
Insurance  Strain  in  Oregon  (1986). 
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explanation  and  refutation  of  many  of  the  criticisms  that  allege 
the  crisis  in  insurance  availability  and  affordability  to  be 
simply  the  result  of  the  economic  insurance  cycle  or  that  the 
crisis  has  been  manufactured  by  the  insurance  industry. 10^ 

The  Cuomo  Commission  report  concluded  that  the  crisis  in 
liability  insurance  was  the  product  of  two  unrelated  but 
interacting  causes.  The  industry's  distinctive  cycle  was 
considered  to  be  part  of  the  problem.  But  also  a  significant 
contributing  factor  was  a  long-term  surge  in  civil  liability 
costs,  principally  reflecting  "the  form  and  application  of  the 
law  of  torts."106 

The  Commission  ultimately  recommended  a  comprehensive  scheme 
of  tort  reform  and  insurance  regulation  reform,  both  of  which 
were  viewed  as  critical  to  long-term  stability  in  the  liability 
insurance  industry.  The  general  tort  reform  measures  which  it 
recommended  included  modification  of  the  rule  of  joint  and 
several  liability,  amendment  of  the  collateral  source  rule,  caps 
on  municipal  liability,  and  sanctions  for  frivolous 
litigation. 107 

The  Commission  also  addressed  specific  tort  reform  measures. 
For  example,  it  concluded  that  in  product  liability  cases  more 
weight  should  be  accorded  the  "state-of-the-art"  at  the  time  a 
product  is  manufactured  in  determining  whether  it  is  defective. 

In  this  regard,  the  Commission  recommended  establishing  a 
rebuttable  presumption  that  a  product  whose  design  complied  with 
the  "state-of-the-art"  at  the  time  of  manufacture  is  not 
defective . 108 


B.  Tort  Reform  Legislation 

More  visible  than  studies  and  reports  was  the  activity  of 
State  legislatures  and  regulatory  bodies.  State  legislative  and 
regulatory  activity  concerning  the  liability  insurance  crisis  in 
the  last  year  was  enormous.  While  a  few  States  took  little  or  no 


105  The  report  also  discusses  the  nature  of  the  link  between 
tort  reform  and  insurance  availability  and  affordability. 
"Insuring  Our  Future,"  Vol.  II,  at  pages  10-15. 


106  Id_;_, 

107  ISL., 

108  IcK  , 


Vol.  I, 
Vol.  I, 
Vol.  II, 


at  page  8 . 
at  pages  129-63. 
at  pages  119-21. 
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action,109  most  of  the  States  examined  the  problems  of  the  tort 
system,  and  tried  to  address  them  legislatively. 

There  was  little  uniformity  among  the  States  which  adopted 
tort  reform  measures  in  1986.  While  some  States  acted 
comprehensively,  most  adopted  more  discrete  reforms.  And  even 
States  which  attacked  the  same  aspects  of  the  problem,  such  as 
the  availability  of  punitive  damages,  did  so  with  a  number  of 
different  methods.  A  few  of  these  State  initiatives  are 
described  below.  Also  included  is  a  list  of  those  reforms 
recommended  by  the  Working  Group,  and  variations  thereon,  which 
were  adopted  in  the  last  year  by  the  States. 


CONNECTICUT 

Connecticut's  tort  reform  bill  has  been  described  as  the 
most  sweeping  in  New  England.  Its  major  provisions  include  a 
sliding  scale  for  attorneys'  contingency  fees  (33.3%  of  the  first 
$300,000,  25%  of  the  next  $300,000,  20%  of  the  third  $300,000, 

15%  of  the  fourth  $300,000,  and  10%  of  all  amounts  in  excess  of 
$1.2  million);  a  modification  of  joint  and  several  liability 
(abolished,  for  both  economic  and  non-economic  loss,  unless 
another  party's  share  is  uncollectible,  in  which  case  the 
remaining  parties  pay  only  a  share  of  the  uncollectible  amount 
equal  to  their  percentage  of  fault) ;  an  extension  to  all  personal 
injury  actions  of  the  collateral  source  reductions  previously 
required  only  in  medical  malpractice  cases;  and,  a  provision 
which  makes  periodic  payment  of  future  damages  in  excess  of 
$200,000  mandatory  unless  the  parties  agree  otherwise.  The  same 
legislation  also  addressed  dram  shop  liability,  sanctions  for 
frivolous  litigation,  and  limits  on  the  liability  of  directors 
and  officers  of  non-profit  organizations. 


COLORADO 

Colorado  enacted  more  than  a  dozen  measures  in  1986  which 
addressed  the  liability  insurance  crisis.  Most  significantly, 
joint  and  several  liability  has  been  replaced  with  several 
liability  in  all  wrongful  death  and  personal  injury  actions. 
Non-economic  damages  have  been  capped  at  $250,000,  unless  a  court 
finds  "clear  and  convincing"  evidence  that  they  exceed  that 
amount,  in  which  case  the  cap  is  raised  to  $500,000.  Damage 
awards  are  now  automatically  reduced  by  collateral  sources  of 
compensation  which  are  received  because  of  the  same  injury, 
unless  they  result  from  a  contractual  source  (insurance)  funded 


109  Rather  than  reflecting  the  absence  of  a  liability 
insurance  problem,  some  State  legislatures  simply  had  no 
scheduled  session  in  1986. 
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by  the  plaintiff.  Punitive  damages  cannot  exceed  the  amount  of 
compensatory  damages  awarded,  except  in  very  limited 
circumstances,  and  one-third  of  any  punitive  damage  award  goes  to 
Colorado's  general  revenue  fund.  The  statute  of  limitations  in 
most  product  liability  suits  was  lowered  from  three  years  to  two 
years,  which  is  now  the  statute  for  all  tort  actions,  except 
intentional  torts  (one  year) .  Also,  municipal  liability  was 
limited,  and  dram  shop  liability  was  restricted  to  cases  where 
the  person  to  whom  alcohol  was  served  was  either  visibly 
intoxicated  or  a  minor. 


NEW  YORK 

Although  not  all  of  the  Governor's  Advisory  Commission's 
recommendations  were  implemented,  significant  tort  reforms  were 
enacted  in  New  York.  Joint  and  several  liability  was  modified, 
so  that  only  defendants  who  are  at  least  51%  liable  may  be  held 
jointly  liable  for  non-economic  damages.  Periodic  payment  of 
future  damages  in  excess  of  $250,000  is  now  mandated  if  a  party 
requests  it.  Attorneys'  fees  and  costs,  up  to  $10,000,  may  be 
assessed  for  frivolous  litigation.  Director  and  officer 
liability  has  been  limited  to  cases  of  "gross  negligence." 
Evidence  of  collateral  sources  of  compensation,  except  workers' 
compensation  benefits,  may  now  be  considered  in  determining  the 
size  of  a  damage  award.  In  legislation  aimed  solely  at  medical 
malpractice  cases,  plaintiffs  may  now  have  their  claims  subjected 
to  arbitration  when  defendants  have  conceded  liability.  The  lost 
earnings  component  of  a  damage  award  may  now  be  reduced  by  the 
taxes  which  would  have  been  paid  had  the  sum  actually  been  normal 
earnings.  And,  new  provisions  have  been  enacted  to  monitor 
professional  competence  and  to  investigate  professional 
misconduct . 


WASHINGTON 

Washington  enacted  significant  tort  reform  measures  in  1986. 
Joint  and  several  liability  was  eliminated  for  all  damages, 
except  when  defendants  have  acted  in  concert,  the  plaintiff  is 
totally  blame-free,  or  the  case  involves  injury  from  toxic  waste. 
Non-economic  damages  are  now  limited  by  a  formula  which  is  tied 
to  life  expectancy  and  the  average  annual  wage  in  Washington. 
Defendants  are  now  protected  from  liability  if  the  injured  party 
was  engaged  in  the  commission  of  a  felony  which  contributed  to 
the  accident,  or  if  the  plaintiff  was  intoxicated  (by  drugs  or 
alcohol) ,  and  that  intoxication  contributed  more  than  50%  to  the 
accident.  Periodic  payment  of  all  future  damages  in  excess  of 
$100,000  is  now  mandatory  if  either  party  requests  it. 

Attorneys'  contingency  fee  agreements  may  now  be  reviewed  by  the 
court  to  ensure  they  are  reasonable.  Also,  liability  of  officers 
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and  directors  of  non-profit  organizations,  school  district 
employees  and  hospital  directors  has  been  limited. 


*  *  * 


Other  states  also  have  been  quite  active  in  the  area  of  tort 
reform.  The  following  is  a  brief  (though  by  no  means  exhaustive) 
summary. 


Elimination  of  Joint  and  Several  Liability 


The  Working  Group  recommended  that  the  doctrine  of  joint  and 
several  liability  be  eliminated,  except  in  cases  where  defendants 
have  acted  in  concert.  The  issue  of  joint  and  several  liability 
was  addressed  legislatively  in  the  following  States: 


Minnesota 
Missouri 
New  Hampshire 
New  York 
Utah 

Washington 
West  Virginia 
Wyoming 


Alaska 

California 

Colorado 

Connecticut 

Florida 

Hawaii 

Illinois 

Michigan 


As  with  every  tort  reform  measure,  the  degree  of  response 
varied.  In  some  States,  a  defendant's  liability  in  a  personal 
injury  suit  was  strictly  limited  to  his  or  her  percentage  of 
fault.110  Other  States  abolished  joint  liability  only  with 
respect  to  non-economic  damages.* 111  Still  others  eliminated 
joint  liability  only  for  certain  types  of  defendants.112  And, 
some  States  eliminated  or  modified  joint  liability  only  for 
certain  types  of  personal  injury  cases.113 


110  Such  is  the  case  in  Colorado,  Utah  and  Wyoming. 

111  This  was  the  thrust  of  California's  Proposition  51. 
Similar  action  was  taken  legislatively  in  Hawaii  and  New  York. 

112  Michigan  completely  abolished  joint  liability  for 
municipal  defendants.  The  partial  abolition  in  Alaska,  Hawaii, 
Illinois,  New  York  and  West  Virginia  applies  only  to  defendants 
who  are  found  to  be  less  than  25%  (Illinois,  Hawaii  and  West 
Virginia)  or  50%  (Alaska  and  New  York)  at  fault. 

113  For  example,  Washington's  abolition  of  joint  liability 
does  not  apply  if  the  plaintiff  is  fault  free,  or  in  cases 
involving  hazardous  waste  disposal  and  business  torts. 


(continued. . . ) 
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Limitations  on  Non-economic  Damages 

The  Working  Group  recommended  that  non-economic  damages 
(including  punitive  damages)  be  limited  to  a  fixed  amount. 
Several  States  adopted  damage  caps  in  1986: 114 


Alaska  ($500,000) 
Colorado  ($250,000) 
Florida  ($450,000) 
Hawaii ($375, 000) 


Maryland  ($350,000) 
Minnesota  ($400,000) 

New  Hampshire  ($875,000 
Washington  (variable) 11 


However,  these  caps  do  not  include  punitive  damage  awards, 
and  some  apply  only  to  certain  types  of  non-economic  damages.-*-^ 
Other  caps  allow  blanket  exceptions  to  their  application.  ^7 


113 ( . . . continued) 

Michigan's  abolition  does  not  apply  in  product  liability  cases  or 
any  case  in  which  plaintiff  is  fault  free.  Florida's  abolition, 
which  only  applies  in  cases  over  $25,000,  does  not  apply  to 
intentional  tort  or  pollution-related  cases.  Illinois  exempts 
medical  malpractice  and  environmental  cases,  West  Virginia's 
modification  applies  only  to  medical  malpractice  cases,  and  New 
York  lists  a  host  of  exemptions,  including  motor  vehicle  cases 
and  product  liability  cases  where  the  manufacturer  cannot  be 
joined  as  a  party. 

114  In  addition  to  these  States,  the  following  States 
enacted  limitations  for  medical  malpractice  cases:  Kansas 
($250,000),  Massachusetts  ($500,000),  Michigan  ($225,000), 
Wisconsin  ($1,000,000)  and  West  Virginia  ($1,000,000). 

115  The  estimated  range  of  the  cap  is  between  $117,000  and 
$493,000. 

116  Hawaii's  cap  applies  only  to  damages  for  pain  and 
suffering,  and  not  other  types  of  non-economic  loss,  such  as  loss 
of  consortium  or  emotional  distress.  Conversely,  Minnesota's  cap 
applies  only  to  non-economic  damages  other  than  pain  and 
suffering;  there  is  no  cap  on  damages  for  pain  and  suffering. 

117  Colorado's  cap  increases  to  $500,000  in  any  case  where 
"clear  and  convincing"  evidence  is  presented  that  non-economic 
damages  exceed  $250,000.  Alaska's  cap  does  not  apply  to  cases  of 
severe  physical  impairment  or  disfigurement. 
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Although  not  in  conjunction  with  caps  on  non-economic 
damages,  punitive  damages  were  addressed  legislatively  in  the 
following  States: 


Alaska 

Colorado 

Florida 

Illinois 

Iowa 

Maryland 


Minnesota 
New  Hampshire 
Oklahoma 
South  Dakota 
West  Virginia 


One  State,  New  Hampshire,  enacted  an  outright  prohibition  on 
punitive  damages. 118  Several  States  tied  the  size  of  the  award 
to  the  size  of  the  compensatory  damage  award.119  The  most  common 
reform  was  to  elevate  or  more  specifically  define  the  standard  of 
proof  required  for  an  award  of  punitive  damages.120  Also  common 
was  a  requirement  that  some  portion  of  a  punitive  damage  award  be 
paid  to  the  State.121 


Modification  of  the  Collateral  Source  Rule 

The  Working  Group  recommended  that  the  collateral  source 
rule,  prohibiting  the  consideration  or  the  offset  of  collateral 
benefits,  be  modified  or  eliminated.  The  following  States 
enacted  legislation  addressing  the  collateral  source  rule  in 
1986: 


118  Four  other  States,  Louisiana,  Massachusetts,  Nebraska  and 
Washington,  do  not  allow  punitive  damages.  Three  additional 
States,  Connecticut,  Georgia  and  Michigan,  prohibit  classic 
punitive  damages,  but  have  classified  certain  types  of 
compensatory  damages  as  "punitive"  or  "exemplary." 

119  With  some  exceptions,  a  punitive  damage  award  may  not 
exceed  the  compensatory  award  in  Oklahoma  and  Colorado,  and  may 
not  exceed  three  times  the  compensatory  award  in  Florida. 

120  Such  was  the  case  in  Iowa,  South  Dakota,  Alaska, 

Illinois,  Oklahoma  and  Florida. 

121  This  was  the  case  in  Colorado  (one-third  of  the  award) , 
Florida  (three-fifths  of  the  award)  and  Iowa  (three-quarters  of 
the  award) . 
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Alaska 

Colorado 

Connecticut 

Florida 

Hawaii 

Illinois 


Indiana 
Massachusetts 
Michigan 
Minnesota 
New  York 


Some  States,  such  as  Alaska  and  Minnesota,  now  simply  allow 
the  trier  of  fact  to  consider  evidence  of  collateral  benefits 
when  determining  the  amount  of  damages  to  award.  Other  States, 
such  as  New  York  and  Indiana,  allow  or  reguire  the  court  to 
offset  collateral  benefits  from  the  jury's  award  of  damages.  But 
not  all  collateral  benefits  are  treated  equally.  Depending  on 
the  source,  or  the  availability  of  subrogation,  certain 
collateral  benefits  may  not  be  offset  from  an  award,  or  may  not 
be  considered  by  the  jury.122  Other  States  have  adopted  only 
modest  changes  to  the  traditional  rule.123 


Use  of  Periodic  Payments  for  Future  Damages 

The  Working  Group  recommended  that  structured  payments  be 
used  when  appropriate,  so  that  a  defendant  may  pay  future 
economic  damages  as  they  accrue,  instead  of  in  a  lump  sum.  The 
following  States  enacted  provisions  last  year  governing  the  use 
of  periodic  payment  of  damage  awards: 


Alaska 

Connecticut 

Florida 

Hawaii 

Iowa 


Michigan 
New  York 
South  Dakota 
Washington 


Most  States  required  that  estimated  future  damages  exceed  a 
certain  minimum  before  the  use  of  periodic  payments  is  mandated, 
and  then  only  at  the  request  of  a  party.  Some  States  have  vested 


122  In  New  York,  workers'  compensation  benefits  subject  to 
subrogation  may  not  be  offset.  In  Florida,  collateral  benefits 
which  are  subject  to  subrogation  are  not  offset,  and  the  party 
seeking  subrogation  must  share  the  attorneys'  fees  incurred  by 
the  plaintiff  in  obtaining  third-party  recovery. 

123  In  Illinois,  only  benefits  greater  than  $25,000  which  are 
not  subject  to  subrogation  can  be  offset,  and  then  only  if  they 
will  reduce  the  award  by  less  than  50%.  In  Michigan,  any 
collateral  benefit  offset  will  first  be  reduced  by  the  sum  of  any 
premiums  paid  for  this  benefit  by  either  plaintiff,  his  family, 

or  his  employer.  The  Massachusetts  modification  applies  only  in 
medical  malpractice  cases. 
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the  court  with  complete  discretion,  or  discretion  only  in  cases 
where  an  award  exceeds  a  certain  minimum.124 


Limitations  Upon  Attorneys '  Contingency  Fees 

The  Working  Group  recommended  that  attorneys7  contingency 
fees  be  scheduled  on  a  sliding  scale,  with  declining  percentages 
as  the  size  of  the  award  increases.125  Attorneys'  fees  were 
addressed  in  the  following  States  in  1986: 


Connecticut 

Hawaii 

Idaho 

Maine 

Massachusetts 


Missouri 
New  Hampshire 
Washington 
Wisconsin 


Several  States  imposed  a  sliding  scale  for  attorneys' 
contingency  fees  depending  upon  the  size  of  the  recovery.126 
Several  others  simply  authorized  or  required  the  court  to  review 
fee  agreements  to  ensure  that  they  are  reasonable  and  fair.127 


Other  Tort  Reform  Measures 


A  myriad  of  other  tort  reform  measures  were  enacted  by  the 
States  in  1986.  Some  of  these  were  narrowly  focused  on  special 
categories  of  cases.  For  example,  dram  shop  liability  was 
addressed  in  nineteen  States.  Most  dram  shop  laws  immunized 
social  or  licensed  servers  of  alcoholic  beverages  from  liability 


124  For  example,  Florida  and  New  York  set  a  $250,000  minimum. 

125  The  Working  Group  recommended  that  attorneys' 
contingency  fees  be  limited  to  25%  of  the  first  $100,000,  20%  of 
the  second  $100,000,  15%  of  the  third  $100,000,  and  10%  of  the 
remainder  of  any  recovery. 

126  Connecticut's  scale  starts  at  one-third  of  the  first 
$300,000,  and  graduates  to  10%  of  amounts  over  $1.2  million. 
Effective  in  1988,  Maine's  scale  starts  at  one-third  of  the  first 
$100,000,  one-quarter  of  the  second  $100,000,  and  one-fifth  of 
any  recovery  over  $200,000.  The  Massachusetts  and  Wisconsin 
limits  apply  only  in  medical  malpractice  cases. 

127  New  Hampshire  courts  must  approve  fee  agreements  when  an 
award  or  settlement  exceeds  $200,000.  Hawaii  courts  have  been 
directed  to  limit  both  plaintiffs'  and  defendants'  fees  to  a 
"reasonable"  amount. 
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in  alcohol-related  personal  injury  suits,  unless  the  person 
served  was  under  the  legal  drinking  age  or  was  otherwise  visibly 
intoxicated  at  the  time  of  service.  Several  States  created  a 
legislative  presumption  that  it  is  the  consumption  of  alcohol, 
and  not  its  service,  which  is  the  proximate  cause  of  subsequent 
alcohol-related  accidents.  Similarly,  at  least  twelve  States 
provided  partial  or  total  immunity  from  liability  to  directors 
and  officers  of  nonprofit  organizations. 

A  number  of  tort  reform  measures  of  broader  application  were 
also  enacted.  For  example,  at  least  fifteen  States  established 
or  strengthened  the  penalties  available  for  filing  frivolous 
lawsuits  or  asserting  frivolous  defenses.  The  most  common 
penalty  was  to  authorize  or  mandate  the  award  of  attorneys7  fees 
to  the  party  aggrieved  by  the  frivolous  litigation.  A  number  of 
States  reestablished  or  strengthened  the  availability  of 
sovereign  immunity  for  their  political  subdivisions.^-28  In  all, 
at  least  thirty-seven  States  took  some  legislative  action  related 
to  reforming  tort  liability.  Clearly,  tort  reform  was  an  issue 
of  broad  national  interest  and  appeal  in  1986. 


C.  Insurance  Regulation 

Either  separately  or  in  conjunction  with  tort  reform,  many 
States  also  addressed  the  liability  insurance  crisis  by  taking 
action  to  further  regulate  the  insurance  industry.  The  most 
common  activity  was  to  regulate  the  circumstances  or  notice 
required  for  mid-term  cancellation  or  nonrenewal  of  commercial 
liability  insurance  policies.  Also  common  were  statutes  which 
authorized  self-insurance,  market  assistance  purchasing 
arrangements,  or  joint  underwriting  associations,  and  regulations 
requiring  the  insurance  industry  to  report  information  concerning 
claims  and  settlements. 

The  following  States  authorized  or  expanded  the  development 
of  self-insurance  programs  for  certain  categories  of  insureds: 


Alabama 

Missouri 

Alaska 

Montana 

Arizona 

New  Mexico 

Florida 

New  York 

Georgia 

Ohio 

Hawaii 

South  Dakota 

Iowa 

Vermont 

128  For  example,  legislation  to  limit  or  clarify  the 
liability  of  States  and  their  subdivisions  or  employees  was 
enacted  in  Colorado,  Connecticut,  Georgia,  Illinois,  Iowa, 
Michigan,  Mississippi,  Missouri,  South  Carolina,  South  Dakota, 
Tennessee,  West  Virginia  and  Wyoming. 
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Kentucky 

Maine 


Maryland 

Minnesota 


Washington 
West  Virginia 
Wisconsin 
Wyoming 


Most  of  these  provisions  dealt  with  self-insurance  programs 
or  the  formation  of  risk-pools  for  public  entities, 
municipalities,  or  other  governmental  subdivisions,  and  not  for 
private  groups  or  individuals.-*-^  However,  the  Liability  Risk 
Retention  Act  of  1986  (Public  Law  99-563) 130  assures  that  self- 
insurance  and  insurance  purchasing  groups  are  potential  options 
for  almost  any  entity. 

Many  States  enacted  legislation  providing  for  greater  direct 
regulation  of  the  insurance  industry.  Thirty-seven  States  placed 
restrictions  on  the  manner  in  which  liability  insurance  policies 
can  be  cancelled  or  not  renewed.  For  example,  Delaware 
instituted  a  sixty  day  notice  requirement  for  cancellation  or 
non-renewal  of  commercial,  municipal  and  professional  policies. 
Other  States  enacted  legislation  requiring  that  specific  "cause" 
be  shown  for  mid-term  cancellations.  Rate  increases  also  are 
being  subjected  to  greater  scrutiny.  New  York  now  requires  at 
least  sixty  days  notice  before  an  increase  in  premiums  of  more 
than  ten  percent.  Also  implemented  were  many  directives  aimed 
simply  at  obtaining  information  upon  which  to  base  future  action. 
At  least  twenty-one  States  imposed  some  degree  of  new  information 
reporting  requirements  upon  the  insurance  industry.  Most  often, 
these  requirements  were  directed  at  obtaining  specific  claims 
loss  data. 


129  por  example,  in  Alaska,  municipalities,  school  districts 
and  regional  educational  areas  were  authorized  to  self-insure 
jointly,  or  to  purchase  coverage  on  a  group  basis.  Florida, 
however,  expanded  the  availability  of  the  self-insurance 
mechanism  to  a  broad  class  of  private  interests,  including  many 
professionals . 

130  The  Liability  Risk  Retention  Act  allows  the  purchase  of 
a  group  liability  policy  by  a  risk  retention  group  or  through  a 
purchasing  group.  The  original  Act  was  largely  limited,  however, 
to  product  liability.  See  Working  Group  Report,  at  pages  58-59. 

The  1986  amendments  expand  the  Act  to  include  all  liability 
coverage  other  than  workers'  compensation.  The  amended  Act 
continues  to  rely  on  the  State  insurance  regulatory  system  to 
ensure  the  solvency  of  risk  retention  groups,  but  exempts  the 

gj-Q^jps  from  State  laws  that  would  interfere  with  interstate  operations 
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CHAPTER  5 


AN  ANALYSIS  OF  VARIOUS  TORT  REFORM  PROVISIONS 


As  is  obvious  from  Chapter  4,  tort  reform  was  an  area  of 
extraordinary  legislative  activity  in  1986.  It  is  difficult  to 
think  of  another  issue  which  has  generated  so  much  legislation  in 
such  a  brief  period  of  time  in  so  many  States.  While  some 
proponents  of  tort  reform  were  disappointed  by  the  tort  reform 
statutes  enacted  in  their  particular  States,  the  overall  success 
of  tort  reform  in  1986  was  remarkable  considering  the  complexity 
of  the  issues  and  the  resources  and  aggressive  opposition  of  the 
plaintiffs'  bar. 

There  were,  of  course,  substantial  differences  among  the 
tort  reform  provisions  enacted  by  the  States.  While  many  States 
addressed  the  same  problems,  the  precise  formulations  of  the 
"solutions"  varied  considerably.  Some  of  these  legislative 
provisions  are  better  than  others,  in  the  sense  that  they  are 
more  effective,  less  ambiguous  and  less  susceptible  to  being 
undermined  by  trial  attorneys  and  judges  hostile  to  tort  reform. 
But  all  these  provisions  to  some  extent  reflect  the  compromises 
and  vagaries  inherent  to  the  legislative  process. 

In  drafting  and  then  submitting  to  the  Congress  three  tort 
reform  bills, the  Working  Group  undertook  the  same  effort 
undertaken  by  many  tort  reform  proponents  in  1986  —  to  distill 
its  general  views  about  the  deficiencies  of  the  tort  system  into 
precise  statutory  reforms.  In  drafting  this  legislation,  the 
Working  Group  attempted  to  meet  several  key  criteria.  First,  the 
legislation  should  be  relatively  simple.  Complexity  breeds 
ambiguity  and  complicates  the  process  of  legislative 
deliberation.  Second,  the  legislation  should  be  as  precise  and 
clear  as  possible  to  maximize  its  likelihood  of  surviving 
judicial  challenges  seeking  to  limit  its  effect.  This 
necessitates  foreseeing  the  arguments  that  will  be  made  by 
plaintiffs'  attorneys,  and  drafting  the  legislation  to  allow  as 
little  interpretative  ambiguity  as  possible.  Finally,  the 
legislation  should  seek  to  accomplish  goals  which  can  be  achieved 
effectively  through  statutory  standards.  Thus,  the  legislation 
should  focus  on  more  mechanical  types  of  reforms  which  can  be 


131  See  footnote  89,  supra.  The  product  liability  reform 
provisions  also  are  included  in  the  "Trade,  Employment,  and 
Productivity  Act  of  1987"  (S.  539,  H.R.  1155),  submitted  this 

year  to  the  Congress  by  the  Administration. 
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expressed  in  clear  statutory  directives,  rather  than  attempt  to 
achieve  broad  doctrinal  changes  in  tort  law  which  are  far  more 
difficult  to  express  in  statutory  language  and  which  necessarily 
will  involve  considerable  judicial  interpretation.  This  means 
that  many  tort  reforms  that  might  be  desirable  in  the  abstract, 
cannot  be  implemented  —  at  least  effectively  —  through 
legislation. 

As  noted,  there  were  substantial  differences  among  the  State 
tort  reform  statutes  enacted  in  1986.  Although  there  is  no 
single  right  solution  which  should  be  adopted  in  every  State, 
some  of  the  provisions  enacted  in  1986  were  very  effective,  while 
others  were  so  thoroughly  compromised  that  they  will  have  little 
if  any  impact  on  tort  liability.  The  following  is  a  discussion 
of  six  areas  of  tort  reform  which  were  the  subject  of 
considerable  legislative  deliberations  in  the  States  last  year. 
The  analysis  discusses  the  strengths  and  weaknesses  of  some  of 
the  different  legislative  approaches  in  each  of  these  areas. 

Where  appropriate,  it  also  sets  out  the  legislative  language 
drafted  by  the  Working  Group,  and  summarizes  the  reasons  for  the 
precise  formulations  adopted  by  the  Working  Group. 


I .  Joint  and  Several  Liability 

It  is  now  widely  recognized  that  the  development  of 
comparative  fault  has  substantially  undermined  whatever 
justification  may  once  have  existed  under  the  common  law  for 
joint  and  several  liability.  For  that  reason,  abolition  or 
modification  of  joint  and  several  liability  was  a  key  component 
of  many  State  tort  reform  statutes. 

Despite  the  reverence  in  which  the  doctrine  is  still  held  by 
the  plaintiffs'  bar,  few  problems  of  the  tort  system  have  been  as 
readily  understood  by  the  public  as  the  patent  unfairness  of 
requiring  a  defendant  who  bears  only  minimal  responsibility  for 
an  injury  to  pay  all  of  plaintiff's  damages.  Particularly 
municipalities  have  been  hard  hit  by  the  doctrine,  and, 
accordingly,  have  been  among  its  sharpest  critics. 

Joint  and  several  liability  also  has  led  to  abusive 
litigation  practices  in  which  "deep  pockets"  only  marginally 
involved  in  the  case  are  brought  into  the  lawsuit  because  a  1% 
finding  of  liability  will  guarantee  plaintiff  a  100%  recovery. 
Consequently,  many  plaintiffs'  attorneys  now  use  what  is  commonly 
known  as  "shotgun"  pleadings,  in  which  every  possible  person  and 
entity  --  particularly  those  with  assets  or  insurance  —  are 
named  as  defendants  even  if  they  have  no  readily  apparent 
responsibility  for  the  injury. 
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Finally,  joint  and  several  liability  makes  it  extremely 
difficult  for  insurers  to  project  liability,  and  undoubtedly 
increases  the  price  of  insurance.  Joint  and  several  liability, 
by  exposing  the  insurer  to  liability  for  the  wrongful  acts  of 
persons  or  entities  it  may  not  even  be  able  to  identify,  much 
less  take  into  account,  substantially  increases  the 
unpredictability  of  tort  liability. 

A  number  of  States  which  addressed  joint  and  several 
liability  abolished  such  liability,  but  only  for  non-economic 
damages.  While  this  undoubtedly  was  an  attempt  at  compromise  -- 
and  represents  an  improvement  over  no  modification  at  all  of 
joint  and  several  liability  —  it  nonetheless  is  a  poorly 
conceived  compromise.  For  one  thing,  there  is  no  principled 
distinction  between  economic  and  non-economic  damages  which 
justifies  the  application  of  joint  and  several  liability  as  to 
the  one  component  of  damages  but  not  as  to  the  other.  If  it  is 
unfair  for  a  defendant  to  bear  the  cost  of  another  person's 
responsibility  for  the  plaintiff's  non-economic  damages,  it  is 
equally  unfair  for  that  defendant  to  bear  the  cost  of  that 
person's  responsibility  for  the  plaintiff's  economic  damages. 

As  important  is  the  fact  that  such  a  partial  response  to 
joint  and  several  liability  does  not  eliminate  the  problems  such 
liability  generate;  it  does  not  obviate  the  incentives  for 
pursuing  "deep  pockets"  only  tangentially  involved  in  an  injury, 
nor  does  it  cure  the  unpredictability  stemming  from  such 
liability.  Thus,  such  a  partial  abolition  of  joint  and  several 
is  a  compromise  which  leaves  much  of  the  unfairness  in  place,  and 
does  not  correct  many  of  the  abuses  arising  from  the  application 
of  the  doctrine. 

The  above  observations  are  equally  true  for  other  types  of 
compromises  such  as  defendant-specific  exceptions13 2  or 
exemptions  of  certain  classes  or  categories  of  cases.  It  is 
particularly  unfortunate  that  some  legislatures  have  recognized 
the  unfairness  of  joint  and  several  liability  as  to  municipal 
defendants,  but  have  failed  to  abolish  the  doctrine  as  to  private 
parties.  While,  as  noted,  municipalities  have  been  particularly 
hard  hit  by  the  doctrine,  there  is  no  reason  to  leave  the 
doctrine  in  place  for  non-governmental  entities. 

The  following  is  the  Working  Group's  draft  provision 
abolishing  joint  and  several  liability. 


132  For  example,  some  States  have  abolished  joint  and 
several  liability  only  for  defendants  whose  responsibility  is 
less  than  some  specified  percentage  threshold,  or  condition  the 
abolition  on  the  ability  of  all  responsible  parties  to  pay  their 
pro-rata  share. 


77 


Joint  and  Several  Liability 

(a)  Except  as  provided  in  subsection  (b)  of  this 
section,  joint  and  several  liability  may  not 
be  applied  to  any  action  subject  to  this  Act. 
A  person  found  liable  for  damages  in  any  such 
action  may  be  found  liable,  if  at  all,  only 
for  those  damages  directly  attributable  to 
the  person's  pro-rata  share  of  fault  or 
responsibility  for  the  injury,  and  may  not  be 
found  liable  for  damages  attributable  to  the 
Pro“rata  share  of  fault  or  responsibility  of 
any  other  person  (without  regard  to  whether 
that  person  is  a  party  to  the  action)  for  the 
injury,  including  any  person  bringing  the 
action. 

(b)  This  section  shall  not  apply  as  between 
persons  acting  in  concert  where  the  concerted 
action  proximately  caused  the  injury  for 
which  one  or  more  persons  are  found  liable 
for  damages.  As  used  in  this  section, 
"concerted  action"  or  "acting  in  concert" 
means  the  conscious  acting  together  in  a 
common  scheme  or  plan  of  two  or  more  persons 
resulting  in  a  tortious  act. 


It  should  be  noted  that  the  provision  specifically  exempts 
concerted  action  from  the  abolition  of  joint  and  several 
^ 1  ii-Y •  This  means  nothing  more  than  that  when  two  persons 
ac^ . together  to  achieve  a  common  goal,  one  should  not  be  able  to 
avoid  the  responsibility  for  the  other's  actions  when  that  common 
goal  has  been  achieved.  It  is  important,  however,  that  the 
exemption  for  concerted  action  be  drafted  narrowly  to  avoid 
expansive  interpretations  that  effectively  impute  concerted 
action. 1 


II .  Non-Economic  Damages 

Perhaps  the  most  controversial  tort  reform  measure 
considered  by  the  States  in  1986  was  whether  and  how  to  limit 
non-economic  damages  such  as  pain  and  suffering,  mental  anguish, 
emotional  distress,  etc.  The  debate  over  such  a  limitation  often 
has  been  emotionally  charged  and  divisive.  Consequently,  a 


133  See,  e.g.,  Abel  v.  Eli  Lilly  &  Co. .  418  Mich.  311,  343 
N.W.  2d  164,  cert.,  denied.  105  S.Ct.  123  (1984)  (suggesting  that 
manufacturers  of  similar  or  generic  products  act  in  concert) 
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number  of  State  legislatures  avoided  the  issue  or  limited  their 
deliberations  to  punitive  damages  (discussed  later  in  this 
Chapter) . 

A  limitation  on  non-economic  damages,  however,  if  properly 
formulated,  probably  is  the  single  most  effective  legislative 
reform  of  tort  law.  Not  only  does  such  a  limitation 
significantly  reduce  the  costs  of  the  tort  system,134  but  it  also 
serves  to  expedite  settlements  by  eliminating  an  unknown  which 
undermines  the  ability  of  the  parties  to  reach  agreement  on 
compensable  damages.  Such  a  limitation  also  mitigates  the 
unfairness  of  the  tort  system  for  many  plaintiffs  and  defendants 
arising  from  the  fact  that  widely  different  damages  often  are 
awarded  for  nearly  identical  injuries. 

The  discussion  in  Chapter  3  of  the  most  recent  jury  award 
data  make  it  clear  that  damages  in  tort  cases  have,  for  whatever 
reason,  undergone  explosive  growth  in  the  1980's.  As  noted  in 
the  Chapter,  much  of  this  growth  can  be  attributed  to  non¬ 
economic  damages,  which  in  turn  can  be  attributed  to  a  small 
percentage  of  all  tort  cases.  Accordingly,  a  reasonable  cap  on 
non-economic  damages  will  have  only  a  limited  impact  on  the  vast 
majority  of  all  tort  cases.  But  its  effect  on  those  cases  which 
it  does  impact  will  have  a  very  substantial  influence  on  the 
viability  and  overall  cost  of  the  entire  tort  system.  In  other 
words,  only  a  small  percentage  of  all  tort  claims  are  responsible 
for  much  of  the  extraordinary  recent  growth  in  settlements  and 
verdicts,  and  a  reasonable  limitation  on  non-economic  damages 
will  affect  precisely  those  claims. 

Moreover,  given  that  consumers  and  taxpayers  must  bear  the 
cost  of  the  recent  explosive  growth  in  damage  awards,  it  seems 
more  than  appropriate  for  State  legislatures  to  consider  whether 
this  growth  in  fact  is  in  the  public  interest,  or  whether  non¬ 
economic  damages  should  be  stabilized  at  some  fair  and  reasonable 
level.  Ultimately,  the  guestion  of  whether  non-economic  damages 
should  be  limited  or  allowed  to  continue  their  rapid  growth 
involves  the  balancing  of  conflicting  societal  interests, 
including  society's  interest  in  maintaining  a  stable  and 
affordable  tort  system.  This  is  a  balance  which  State 
legislatures  seem  to  be  far  more  capable  of  striking  than  courts 
engaged  in  case-by-case  adjudications. 


134  Patricia  Danzon  estimates  that  statutory  limitations  on 
awardable  non-economic  damages  in  medical  malpractice  cases  have 
reduced  the  size  of  average  paid  claims  by  23%.  P.  Danzon,  New 
Evidence  on  the  Frequency  and  Severity  of  Medical  Malpractice 

Claims  26  (Institute  for  Civil  Justice,  1986) . 
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While  there  are  other  ways  to  limit  non-economic  damages,135 
the  simplest  and  most  widely  adopted  method  is  an  absolute  cap  on 
the  amount  of  non-economic  damages  that  may  be  awarded  with 
regard  to  a  particular  injury.  In  order  for  such  a  limitation  to 
be  effective,  it  should  meet  several  criteria.  First,  it  should 
include  all  non-economic  damages,  and  not  be  limited  to  a  subset 
of  non-economic  damages.  Non-economic  damages  are  so  subjective 
that  it  is  relatively  simple  for  a  court  or  jury  to  avoid  a 
partial  limitation  by  shifting  such  damages  between  different 
categories  of  non-economic  injuries.136  Second,  the  limitation 
should  encompass  all  plaintiffs,  all  defendants  and  all  claims 
that  may  flow  directly  or  indirectly  from  an  injury.  Unless  this 
criteria  is  met,  the  limitation  can  be  defeated  by  having 
different  individuals  (usually  family  members)  sue  separately,  or 
by  suing  additional  defendants,  or  by  filing  as  many  different 
separate  claims  as  possible. 

Finally,  the  limitation  must  be  set  at  some  reasonable  level 
that  is  both  fair  to  the  plaintiff  yet  not  so  high  as  to  be 
counterproductive.  This  is  particularly  important  since  a 
limitation  also  serves  to  some  extent  as  a  floor,  and  thus  may 
actually  increase  many  non-economic  damage  awards.  This  effect 
in  fact  may  be  beneficial  in  reducing  the  wide  variance  between 
tort  awards  for  similar  injuries.  But  if  a  limitation  on  non¬ 
economic  damages  is  too  high,  it  may  actually  increase  rather 
than  decrease  overall  damage  awards.  In  addition,  a  limitation 
that  exceeds  a  reasonable  level  is  in  fact  no  limitation  at  all; 
it  affects  so  few  cases  that  it  has  almost  no  beneficial  impact 
on  the  tort  system. 

The  Working  Group  originally  recommended  a  $100,000  limit  on 
non-economic  damages.  In  light  of  the  higher  limitations  enacted 
by  most  States  that  addressed  the  problem  last  year,  the  Working 
Group  has  increased  its  recommendation  to  $200,000.  The  precise 
level  of  such  a  limitation,  however,  is  a  quintessential 
legislative  judgment  which  each  State  legislature  must  make  on 
its  own. 


135  Washington  State,  for  example,  enacted  a  limitation 
formula  which  pegs  non-economic  damages  to  the  average  State  wage 
and  plaintiff's  expected  lifetime. 

136  For  example,  it  is  relatively  easy  for  non-economic 
damages  to  be  shifted  from  one  characterization  such  as  "pain  and 
suffering"  to  other  characterizations  such  as  "loss  of 
consortium"  or  "loss  of  enjoyment  of  life."  Indeed,  such  partial 
limitations  may  only  lead  courts,  at  the  urging  of  plaintiffs' 
attorneys,  to  create  new  forms  of  non-economic  damages. 
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The  following  is  the  Working  Group's  draft  of  a 
statutory  formulation  for  an  effective  limitation  on  non-economic 
damages . 

Limitation  on  Non-Economic  Damages 

(a)  Non-economic  damages  may  not  be  awarded  in 
excess  of  $200,000  in  any  action  subject  to 
this  Act. 

(b)  For  purposes  of  this  section,  "any  action" 
includes  all  actions  (including  multiple 
actions)  for  damages,  and  includes  all 
plaintiffs  and  all  defendants  in  such 
actions,  which  arise  out  of  or  were  caused  by 
the  same  personal  injury  or  death. 

(c)  As  used  in  this  section,  "non-economic 
damages"  means  all  damages  other  than  damages 
for  economic  loss,  and  includes  punitive  or 
exemplary  damages.  "Economic  loss"  means 
past  and  future  (A)  expenses  of  health  or 
other  care,  (B)  expenses  of  rehabilitation, 

(C)  loss  of  earnings,  (D)  loss  of  homemaker 
services,  and  (E)  burial  expenses. 


The  limitation  includes  a  definition  of  economic  loss 
because  of  the  concern  expressed  by  some  that  courts  hostile  to  a 
limitation  on  non-economic  damages  would  create  new  forms  of 
economic  damages  to  substitute  for  limited  non-economic  damages. 


III.  Punitive  Damages 

As  is  obvious  from  the  language  of  the  above  draft 
limitation  on  non-economic  damages,  the  Working  Group  recommended 
in  its  prior  Report  that  punitive  damages  be  included  within  the 
overall  limitation  on  non-economic  damages.  This  remains  the 
Working  Group's  preferred  approach.  While  some  have  recommended 
a  separate,  perhaps  higher,  limitation  for  punitive  damages,  the 
Working  Group  is  concerned  that  such  an  approach  would  lead 
courts  and  juries  to  award  punitive  damages  as  a  way  of 
circumventing  a  limitation  on  non-economic  damages.  Certainly, 
it  would  lead  plaintiffs'  attorneys  to  add  punitive  damage  claims 
almost  routinely  to  every  claim  (which,  unfortunately, 
increasingly  is  the  case  anyway) . 

There  are,  however,  alternative  approaches  that  have 
considerable  merit.  One  obvious  reform  is  simply  to  abolish 
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punitive  damages  in  all  cases  where  the  underlying  claim  for 
compensatory  damages  is  based  on  negligence,  malpractice  or 
strict  product  liability.  Historically,  punitive  damages  arose 
in  the  context  of  intentional  torts.  It  is  only  relatively 
recently  that  they  have  found  their  way  into  non-intentional  tort 
actions.  Restricting  their  application  to  intentional  torts 
would  simply  return  them  to  their  traditional  role  in  the  tort 
system. 

Another  alternative  is  to  limit  punitive  damages  to  a 
portion  or  multiple  of  plaintiff's  awarded  economic  damages .  I37 
Such  an  approach  would  have  the  benefit  of  ensuring  that  the 
larger  punitive  damage  awards  are  made  to  seriously  injured 
plaintiffs . 

A  third  alternative  is  to  have  all  or  virtually  all  of  the 
award  paid  to  the  state  to  be  used  for  public  purposes.  Since 
punitive  damages  are  a  windfall  for  the  plaintiff  and  his 
attorney,  there  is  much  to  be  said  for  ensuring  that  this 
windfall  accrues  to  the  public.  However,  this  approach  is 
unprecedented  in  our  legal  system  (although  several  States 
enacted  such  provisions  last  year) ,  and  may  generate  difficult 
problems  of  application  and  administration,  particularly  for  the 
vast  majority  of  cases  settled  out  of  court. 

A  fourth  approach  is  to  restrict  attorneys'  contingency  fees 
to  no  more  than  5%  of  any  punitive  damage  award.  While  it  is 
unlikely  that  such  a  restriction  would  prevent  plaintiffs  from 
seeking  punitive  damages  where  they  are  merited,  it  would  reduce 
the  incentive  many  plaintiffs'  attorneys  now  have  to  pursue  such 
claims  at  the  cost  of  a  reasonable  settlement  in  their  client's 
best  interest. 

The  Working  Group  is  relatively  skeptical  about  the  value  of 
changing  the  standard  of  conduct  or  burden  of  proof  which 
plaintiff  must  demonstrate  to  obtain  punitive  damages.  While 
commendable,  such  changes  are  highly  subjective,  and  thus  quite 
susceptible  to  abuse.  The  recent  increase  in  punitive  damages 
has  taken  place,  for  the  most  part,  with  no  articulated  change  in 
the  doctrinal  standard  pursuant  to  which  they  are  awarded. 
Accordingly,  the  Working  Group  believes  that  the  most  effective 
legislative  approach  to  reforming  punitive  damages  is  to  place 
some  objective  restriction  on  such  damages,  as  discussed  above. 
However,  if  the  only  possible  reform  is  to  address  the  required 
standard  of  conduct  or  burden  of  proof,  the  Working  Group 
strongly  recommends  that  punitive  damage  awards  be  restricted  to 


137  The  Working  Group  recommends  that  economic  damages  be 
used  because  the  highly  subjective  nature  of  non-economic  could 
lead  to  an  inflated  non-economic  damage  award  to  increase  the 
punitive  damage  award. 
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cases  where  the  plaintiff  can  demonstrate  by  clear  and  convincing 
evidence  that  the  defendant  acted  with  actual  malice.-1-38 


IV.  Periodic  Payments 

The  use  of  periodic  payments  for  future  economic  damages  can 
produce  savings  for  the  defendant  or  his  insurer  without 
depriving  the  plaintiff  of  anything  to  which  he  otherwise  is 
entitled.  Periodic  payment  provisions  address  those  cases  where 
the  judge  or  jury  have  found  that  at  some  point  in  the  future  the 
injury  suffered  as  a  result  of  a  defendant's  conduct  will  cause 
the  plaintiff  to  incur  certain  expenses  or  to  forego  certain 
income.  The  use  of  periodic  payments  simply  allows  these  sums  to 
be  paid  to  the  plaintiff  as  they  accrue. 

As  a  result,  there  should  be  little  reason  to  oppose  the 
availability  of  periodic  payments  when  either  party  believes  it 
to  be  a  better  course  of  action  in  a  particular  case.  When  cases 
are  settled  for  large  amounts,  the  parties  freguently  agree  to 
structured  terms  which  result  in  the  payment  of  the  settlement 
over  a  long  period  of  time.  There  is  no  reasoned  distinction  for 
precluding  the  use  of  similar  arrangements  simply  because  the 
amount  of  damages  has  been  determined  by  a  jury  instead  of 
through  a  settlement. 

There  are  several  important  criteria,  however,  to  the 
effective  use  of  periodic  payments.  First,  their  use  should  not 
be  left  to  the  court's  discretion.  Instead,  they  should  be 
required,  but  only  when  at  least  one  of  the  parties  indicates 
that  some  form  of  periodic  payments  is  desirable.  It  serves  no 
purpose  to  require  periodic  payments  in  a  case  where  neither 
party  desires  that  they  be  used. 

Second,  whatever  periodic  payments  schedule  is  fashioned,  it 
must  not  be  open-ended  —  that  is,  it  must  not  be  subject  to 
subsequent  modification,  except  upon  agreement  of  the  parties. 

To  allow  either  party  to  seek  changes  to  the  agreement  from  the 
court  will  quickly  consume  in  additional  litigation  and 
transaction  costs  any  savings  that  result  from  the  use  of 
periodic  payments.  In  other  words,  a  periodic  payments  provision 
should  under  no  circumstances  undermine  the  finality  of  the 
court's  damage  award. 

Third,  the  Working  Group  continues  to  believe  that  periodic 
payments  should  not  be  imposed  when  future  economic  damages  do 


138  Under  an  actual  malice  standard,  the  plaintiff  must  show 
that  the  defendant  acted  with  an  "evil  motive,"  such  as  with  an 
actual  intention  to  inflict  harm.  See  Smith  v.  Wade,  461  U.S. 

30,  78  n.12  (1983)  (Rehnquist,  J.,  dissenting). 
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not  exceed  a  certain  minimum  level.  The  Working  Group  recommends 
a  minimum  of  $100,000,  though  some  States  have  set  an  even  higher 
level . 

Finally,  such  a  provision  should  protect  plaintiffs  from  the 
possible  insolvency  of  defendants  by  permitting  the  court  under 
appropriate  circumstances  to  require  the  defendant  to  purchase  an 
annuity  providing  the  periodic  payments. 

The  Working  Group  drafted  the  following  provision  which 
meets  its  criteria  for  periodic  payments. 


Periodic  Payments  of  Judgments 

(a)  In  any  action  subject  to  this  Act  in  which 
the  damages  awarded  for  future  economic  loss 
exceeds  $100,000,  no  person  may  be  required 
to  pay  damages  for  future  economic  loss  in  a 
single,  lump-sum  payment,  but  shall  be 
permitted  to  make  such  payments  periodically 
based  on  when  the  damages  are  found  likely  to 
occur . 

(b)  The  court  may  require  such  person  to  purchase 
an  annuity  making  such  periodic  payments  if 
the  court  finds  a  reasonable  basis  for 
concluding  that  the  person  may  not  make  the 
periodic  payments. 

(c)  The  judgment  of  the  court  awarding  such 
periodic  payments  may  not  be  reopened  at  any 
time  to  contest,  amend,  or  modify  the 
schedule  or  amount  of  the  payments  in  the 
absence  of  fraud. 

(d)  This  section  shall  not  be  construed  to 
preclude  a  settlement  providing  for  a  single, 
lump-sum  payment. 


V.  Collateral  Source  Rule 


The  collateral  source  rule  provides  that  a  plaintiff's  award 
may  not  be  reduced  by  other  sources  of  compensation  the  plaintiff 
receives  as  a  result  of  the  same  injury.  The  Working  Group  sees 
no  reason  for  why  plaintiffs  should  be  permitted  to  receive 
double  compensation,  particularly  where  part  of  the  compensation 
is  paid  by  the  government.  It  simply  makes  no  sense  to  require 
consumers  of  goods  and  services  to  pay  higher  prices  to 
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compensate  plaintiffs  through  tort  settlements  or  judgments,  and 
then  to  pay  higher  taxes  to  compensate  plaintiffs  a  second  time 
through  government  benefits  for  the  same  injury. ^9 

There  are  two  important  qualifications  to  the  Working 
Group's  position  on  the  collateral  source  rule.  First,  it  does 
not  believe  that  collateral  sources  purchased  purely  by  the 
plaintiff  or  his  family  should  be  included  in  the  offset.  Only 
benefits  paid  for  in  whole  or  in  part  by  the  government  or  by 
some  independent  source  (such  as  the  plaintiff's  employer)  should 
be  treated  as  collateral  sources  to  be  offset  from  the  tort 
award . 

Second,  the  Working  Group  is  concerned  that  existing 
subrogation  rights  not  be  lost.  Thus,  a  collateral  source  offset 
ideally  should  not  apply  where  there  is  a  subrogated  claim  for 
restitution  of  the  collateral  source.  This  makes  sense  since  a 
source  of  income  is  not  really  "collateral"  if  the  plaintiff  is 
required  to  reimburse  the  collateral  source  from  the  tort  award. 

Some  have  suggested  that  such  subrogation  proceedings, 
particularly  as  they  apply  to  workers'  compensation  payments, 
involve  such  high  transaction  costs  that  it  may  be  advantageous 
to  prohibit  subrogation  in  certain  situations.  Particularly  in 
the  context  of  product  liability,  there  appears  to  be 
considerable  support  for  the  position  that  substantial  resources 
would  be  saved  by  a  prohibition  on  subrogation  proceedings  by 
employers  against  liable  manufacturers  as  well  as  indemnification 
proceedings  by  liable  manufacturers  against  employers.  The 
reasoning  is  that  such  subrogation  and  indemnification  lawsuits 
generate  considerable  attorneys'  fees  without  providing  much  in 
the  way  of  social  benefit.  Thus,  it  is  argued  that  the 
prohibition  of  such  suits  would  be  a  "wash"  for  employers  and 
liable  manufacturers  while  saving  both  sides  substantial 
attorneys'  fees. 

The  Working  Group  has  considerable  sympathy  for  this 
argument,  and  does  not  wish  its  position  on  subrogation  to  be 
understood  as  opposition  to  such  an  arrangement  if  mutually 
acceptable  to  both  employers  and  manufacturers. 

The  following  is  the  collateral  source  modification 
provision  drafted  by  the  Working  Group. 


139  For  this  reason,  the  Working  Group  believes  that  an 
abolition  of  the  collateral  source  rule  should  be  in  the  form  of 
a  mandatory  offset  rather  than  a  provision  which  merely  allows 
evidence  of  collateral  sources  to  be  submitted  to  the  jury. 
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Collateral  Sources  of  Compensation 

(a)  Any  award  of  damages  to  a  person  in  an  action 
subject  to  this  Act  shall  be  reduced  by  the 
court  by  the  amount  of  any  past  or  future 
payment  or  benefit  covered  by  this  section 
which  the  person  has  received  or  for  which 
the  person  is  eligible  on  account  of  the  same 
personal  injury  or  death  for  which  such 
damages  are  awarded. 

(b)  As  used  in  this  section,  "payment  or  benefit 
covered  by  this  section"  means  -- 

(1)  any  payment  or  benefit  by  or  paid  for  in  whole  or 
in  part  by  any  agency  or  instrumentality  of  the  United 
States,  a  State  or  a  local  government,  or 

(2)  any  payment  or  benefit  by  a  workers'  compensation 
system  or  a  health  insurance  program  funded  in  whole  or 
in  part  by  an  employer; 

but  does  not  include  any  such  payment  or  benefit  that 
is  (or  by  law  is  reguired  to  be)  the  subject  of  a 
reasonably  founded  claim  of  subrogation,  reimbursement 
or  lien. 


VI .  Attorneys'  Contingency  Fees 


There  is  growing  recognition  that  attorneys'  contingency 
fees  are  a  source  of  abuse  that  needs  to  be  addressed.  Even  the 
American  Bar  Association  House  of  Delegates  recently  adopted  a 
recommendation  that  such  fees  be  scrutinized  more  carefully.140 
But  there  continues  to  be  substantial  disagreement  about  how 
these  abuses  should  best  be  addressed. 


The  Working  Group  believes  that  a  sliding  scale  is  the  best 
and  most  equitable  approach  to  dealing  with  the  problem  of 
excessive  contingency  fees.  On  the  one  hand,  it  ensures  that 
contingency  fees  will  be  high  enough  to  induce  attorneys  to  take 


140  The  tort  reform  recommendations  recently  adopted  by  the 
House  of  Delegates  would,  among  other  things,  require  that,  upon 
a  complaint  by  plaintiff,  the  fee  arrangement  and  the  bill  be 
submitted  to  the  court  after  judgment  is  entered,  which  would 
then  have  the  power  to  disallow  any  "plainly  excessive"  fee  in 
light  of  prevailing  rates  and  practices. 
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smaller  claims,  while,  on  the  other  hand,  precluding  immense  and 
unjustified  windfalls  to  attorneys  from  very  high  verdicts  and 
settlements.  The  Working  Group  believes  that  such  a  sliding 
scale  will  provide  more  than  adequate  compensation  for  attorneys, 
while  significantly  reducing  the  transaction  costs  that  make  tort 
litigation  such  an  extraordinarily  expensive  dispute  resolution 
system. 

The  Working  Group  does  not  believe  that  provisions  that 
merely  give  greater  discretion  to  courts  to  review  contingency 
fees  will  be  very  effective.  While  some  contingency  fees 
undoubtedly  would  be  reduced  by  some  courts  if  given  greater 
discretion  to  do  so,  such  actions  likely  would  be  rare  and  would 
have  virtually  no  impact  on  the  overall  cost  of  tort  litigation. 

The  following  is  the  provision  drafted  by  the  Working  Group 
on  attorneys'  contingency  fees. 


Attorneys'  Contingency  Fee  Arrangements 

(a)  An  attorney  who  represents,  on  a  contingency  fee  basis, 
a  person  bringing  an  action  subject  to  this  Act  may  not 
charge,  demand,  receive  or  collect  for  services 
rendered  in  connection  with  such  action  in  excess  of  25 
per  centum  of  the  first  $100,000  (or  portion  thereof) 
recovered,  plus  20  per  centum  of  the  next  $100,000  (or 
portion  thereof)  recovered,  plus  15  per  centum  of  the 
next  $100,000  (or  portion  thereof)  recovered,  plus  10 
per  centum  of  any  amount  in  excess  of  $300,000 
recovered  by  judgment  or  settlement  in  such  action. 

(b)  As  used  in  this  section,  "contingency  fee"  means  any 
fee  for  professional  legal  services  which  is  in  whole 
or  in  part  contingent  upon  the  recovery  of  any  amount 
of  damages,  whether  through  judgment  or  settlement. 

(c)  In  the  event  that  such  judgment  or  settlement 
includes  periodic  or  future  payments  of  damages,  the 
amount  recovered  for  purposes  of  computing  the 
limitation  on  the  attorney  contingency  fee  shall  be 
based  on  the  cost  of  the  annuity  or  trust  established 
to  make  payments.  In  any  case  in  which  an  annuity  or 
trust  is  not  established  to  make  such  payments,  such 
amount  shall  be  based  on  the  present  value  of  the 
payments . 
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CHAPTER  6 


THE  RELATIONSHIP  OF  TORT  REFORM  TO 
INSURANCE  AVAILABILITY  AND  AFFORDABILITY 


In  its  Report  of  last  year,  the  Working  Group  recommended 
eight  reforms  of  tort  law.  The  Working  Group  felt  that  these 
eight  reforms  "would  bring  a  greater  degree  of  rationality  and 
predictability  to  tort  law,  and  thereby  significantly  assist  in 
resolving  the  availability  and  affordability  crisis."141  The 
Working  Group  recognized  that  its  list  of  recommended  reforms  was 
by  no  means  exhaustive,  but  concluded  that  their  adoption  would 
result  in  "a  more  predictable  and  affordable  liability  allocating 
mechanism. "14  2 

The  eight  reforms  recommended  by  the  Working  Group  were: 

o  Return  to  a  fault-based  standard  for  liability. 

o  Base  causation  findings  on  credible  scientific  and 
medical  evidence  and  opinions. 

o  Eliminate  joint  and  several  liability  in  cases  where 
defendants  have  not  acted  in  concert. 

o  Limit  non-economic  damages  (such  as  pain  and  suffering, 
mental  anguish,  or  punitive  damages)  to  a  fair  and 
reasonable  maximum  dollar  amount. 

o  Provide  for  periodic  (instead  of  lump-sum)  payments  of 
damages  for  future  medical  care  or  lost  income. 

o  Reduce  awards  in  cases  where  a  plaintiff  can  be 

compensated  by  certain  collateral  sources  to  prevent  a 
windfall  double  recovery. 

o  Limit  attorneys'  contingency  fees  to  reasonable  amounts 
on  a  "sliding  scale."  And, 

o  Encourage  use  of  alternative  dispute  resolution 
mechanisms  to  resolve  cases  out  of  court. 


141  Working  Group  Report,  at  page  60. 

14 2  id. 
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As  related  in  Chapter  4 ,  a  number  of  States  enacted  tort 
reform  proposals  in  1986,  many  of  which  addressed  the  same 
problems  identified  by  the  Working  Group.  Recently,  however, 
there  has  been  a  growing  sense  of  frustration  in  some  quarters 
that  these  enacted  reforms  have  not  been  followed  by  immediate 
substantial  rollbacks  in  the  price  of  insurance.  In  some 
instances,  the  insurance  market  has  tightened  even  further 
despite  the  enactment  of  tort  reform  legislation.  Not 
surprisingly,  opponents  of  tort  reform  have  seized  upon  these 
events  to  claim  that  tort  reform  has  no  effect  on  insurance 
availability  or  affordability.  But  even  some  strong  supporters 
of  tort  reform  have  expressed  their  disappointment  at  the  fact 
that  insurance  prices  have  not  responded  more  rapidly  to  the 
enactment  of  tort  reform  legislation. 

Unfortunately,  the  reality  is  that  the  deterioration  of  our 
civil  justice  system  is  a  long-term  problem,  and  that  any 
legislative  reforms  simply  will  not  cure  that  deterioration 
overnight.  While  the  impatience  and  frustration  of  those  who 
expect  immediate  results  is  understandable,  it  also  is 
unrealistic.  There  are  several  important,  inescapable  reasons 
for  why  tort  reforms  take  time  to  affect  insurance  availability 
and  affordability,  and  it  is  crucial  to  the  national  debate  on 
tort  reform  to  understand  those  reasons. 

One  important  reason  that  enacted  tort  reforms  frequently  do 
not  have  an  immediate  impact  on  insurance  is  the  time  consuming 
process  of  determining  their  constitutionality.  It  can  take 
years,  perhaps  a  decade  or  more,  before  the  highest  court  of  a 
State  renders  its  opinion  on  the  constitutionality  of  a 
particular  tort  reform  provision.  For  the  plaintiffs'  bar,  tort 
reform  is  a  two-front  war  —  the  first  front  is  the  State 
legislature,  but  any  loss  there  still  can  (and  usually  will)  be 
challenged  in  the  courts.143 

The  time  consuming  nature  of  such  constitutional  litigation 
is  amply  demonstrated  by  California's  experience.  In  1975 
California  enacted  a  set  of  comprehensive  medical  malpractice 
reforms,  entitled  the  Medical  Injury  Compensation  Reform  Act  of 
1975  (MICRA) .  These  reforms  were  immediately  challenged  in  the 


143  The  September  5,  1986  issue  of  Business  Insurance 
reported  that  the  American  Trial  Lawyers  Association  has 
established  a  Constitutional  Challenge  Committee  to  coordinate 
efforts  to  overturn  legislative  tort  reforms.  The  article 
indicates  that,  among  other  things,  the  Committee  will  provide 
legal  research  assistance  as  well  as  model  briefs.  id. .  at  page 
1.  For  a  discussion  of  various  theories  and  cases  challenging 
tort  reforms  on  State  and  federal  constitutional  grounds,  see 
Smith,  "Battling  a  Receding  Tort  Frontier:  Constitutional 
Attacks  on  Medical  Malpractice  Laws,"  38  Okla.  L.  Rev.  195  (1985). 
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courts,  and  not  until  nearly  a  decade  later  did  the  California 
Supreme  Court  (by  a  four  to  three  vote)  and  the  United  States 
Court  of  Appeals  for  the  Ninth  Circuit  uphold  the 
constitutionality  of  the  statute.  Fein  v.  Permanente  Medical 
Group.  38  Cal. 3d  137,  695  P.2d  665  (1985) Hoffman  v.  United 
States.  767  F.2d  1431  (9th  Cir.  1985). 

Insurers,  of  course,  are  well  aware  of  such  constitutional 
challenges,  and  of  the  fact  that  many  such  challenges  against  the 
medical  malpractice  statutes  enacted  in  the  mid-1970's  were 
relatively  successful.  They  also  are  aware  that  if  a  particular 
tort  reform  provision  is  declared  unconstitutional,  their 
liability  will  be  determined  on  the  basis  of  pre-existing  law, 
even  if  the  insurance  premium  was  calculated  on  the  basis  of  the 
reformed  law.  Accordingly,  many  insurers  are  reluctant  to  write 
policies  which  take  tort  reforms  completely  into  account  until 
those  reforms  have  been  found  to  be  constitutionally  valid. 

A  second  factor  which  often  delays  the  impact  of  tort  reform 
is  the  process  of  judicial  construction  and  application. 
Frequently,  even  where  the  reform  is  thought  to  be 
constitutional,  there  is  sufficient  ambiguity  in  the  statutory 
language  to  allow  courts  great  leeway  in  construing  and  applying 
the  statute.  Unfortunately,  judges  opposed  to  tort  reform  often 
are  quite  creative  in  interpreting  reform  provisions  so  as  to 
reduce  or  even  virtually  eliminate  their  effect.  Other  times, 
however,  the  problem  can  be  traced  to  poor  legislative 
draftsmanship  and  unclear  or  contradictory  legislative  history. 
Thus,  many  tort  reforms  provisions  are  sufficiently  confusing  or 
ambiguous  (or  have  minor  ambiguities  which  are  exploited  by 
opponents  of  the  provision)  that  their  meaning  often  can  only  be 
determined  after  years  of  litigation. 

Obviously,  the  process  of  judicial  construction  and 
application  can  delay  the  impact  of  tort  reform  legislation  for 
years.  Just  as  insurers  are  reluctant  to  write  policies  on  the 
basis  of  statutes  that  may  be  declared  unconstitutional,  they 
also  are  reluctant  to  write  policies  on  the  basis  of  statutes 
whose  meaning  is  ambiguous  and  whose  effect  may  be  eviscerated 
through  hostile  judicial  interpretation. 

A  third  reason  tort  reform  provisions  often  take  time  to 
have  their  desired  effect  on  insurance  rates  is  that  the  impact 
of  some  reforms  can  only  be  determined  through  experience.  The 
effect  of  certain  reforms,  such  as  a  cap  on  liability  or  an 
offset  of  collateral  sources  of  compensation,  should  be 


144  The  United  States  Supreme  Court,  in  declining  to  review 
Fein,  held  that  the  decision  did  not  raise  a  substantial  federal 

question.  Fein  v.  Permanente  Medical  Group,  _  U.S.  _ ,  106 

S.Ct.  214  (1985) . 
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relatively  easy  to  "cost  out."  The  likely  savings  from  other 
reforms,  however,  particularly  those  directed  at  changing 
standards  of  liability  or  proof,  use  of  alternative  dispute 
resolution,  tightening  of  sanctions  for  frivolous  or  abusive 
litigation,  and  regulation  of  attorneys'  fees,  are  far  more 
difficult  to  assess.  In  essence,  the  insurer  must  make 
behavioral  judgments  about  plaintiffs,  juries  and  attorneys  that 
are  inherently  speculative.  For  example,  to  what  extent  does  a 
more  rigorous  burden  of  proof  (such  as  the  use  of  "clear  and 
convincing"  rather  than  "preponderance  of  the  evidence")  affect 
the  willingness  of  a  plaintiff  to  bring  a  claim,  or  the 
willingness  of  his  or  her  attorney  to  settle  the  claim,  or,  most 
importantly,  the  final  determination  of  a  jury?  These  are 
critical  questions  which  are  extraordinarily  difficult  to  answer 
in  the  abstract. 

Insurers  often  are  reluctant  to  make  such  abstract 
behavioral  judgments.  Where  possible  they  try  to  base  their 
underwriting  decisions  on  actual  claims  experience,  and  such 
claims  experience  can  accumulate  for  several  years  before  it 
provides  meaningful  insights.  That  is  not  to  say  that  insurers 
cannot  and  do  not  attempt  to  assess  the  impact  of  tort  reforms 
without  the  benefit  of  detailed  claims  experience.  It  is  to  say, 
however,  that  many  insurers  are  unwilling  to  assume  large  (and 
sometimes  optimistic)  savings  on  the  basis  of  behavioral 
assumptions  for  which  there  is  no  corroborating  claims 
experience . 

It  also  is  important  to  note  that  tort  liability  is  only  one 
factor  —  albeit  the  most  important  factor  —  which  determines 
the  price  of  insurance.  There  are  other  considerations  which 
also  change  over  time,  such  as  the  prevailing  interest  rates,  the 
return  available  from  investment  securities,  State  regulatory 
practices  (including  reserve  requirements),  and  taxes,  which 
affect  the  price  of  insurance.  If  some  or  all  of  these 
considerations  exert  upward  pressure  on  the  price  of  insurance, 
tort  reform  provisions  may  do  no  more  in  the  short-term  than  to 
reduce  the  rate  of  premium  increases. 

Finally,  the  effect  of  many  tort  reforms  may  be  obscured  by 
the  continuing  deterioration  of  other  aspects  of  the  tort  system 
which  have  not  been  reformed.  Thus,  for  example,  a  mandatory 
offset  of  collateral  benefits  may  achieve  substantial  savings, 
but  those  savings  may  be  overwhelmed  by  continuing  increases  in 
non-economic  damage  awards.  The  collateral  benefit  reform  may 
have  reduced  the  price  of  insurance  over  what  it  otherwise  would 
have  been,  but  due  to  other  aspects  of  tort  law,  the  price  of 
insurance  nonetheless  may  have  increased,  perhaps  even 
substantially. 

None  of  the  above  should  be  interpreted  to  mean  that  tort 
reform  does  not  affect  the  availability  and  affordability  of 
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insurance.  To  the  contrary,  as  discussed  below,  there  is 
persuasive  evidence  of  such  an  effect.  But  the  above 
considerations  indicate  that  the  impact  of  tort  reform  often  can 
be  very  difficult  to  ascertain  in  the  short-term,  even  if  its 
long-term  impact  can  be  quite  substantial.145 

While  there  is  some  anecdotal  evidence  showing  that  the  tort 
reforms  enacted  in  1986  already  are  having  an  impact  on  insurance 
availability  and  affordability,146  it  is  far  too  early  to  have 
any  solid  statistical  evidence  demonstrating  the  existence  and 
extent  of  the  impact  of  these  reforms  on  the  insurance  market. 
There  is,  however,  a  body  of  data  which  is  quite  useful  in 
documenting  the  link  between  tort  reform  and  insurance.  This 
body  of  data  can  be  derived  from  the  medical  malpractice  reforms 
of  the  mid-1970's,  which  have  been  in  place  (at  least  in  those 
States  where  their  constitutionality  has  been  upheld)  long  enough 
to  provide  some  useful  information. 

Recently,  the  General  Accounting  Office  (GAO)  studied  six 
State  medical  malpractice  statutes  and  their  affect  on  claims  and 


145  The  Report  of  the  Governor  of  New  York's  Advisory 
Commission  on  Liability  Insurance  provides  a  synopsis  of  the 
practical  and  methodological  difficulties  inherent  in  trying  to 
quantitatively  document  a  direct  link  between  specific  tort 
reform  measures  and  insurance  pricing.  Insuring  Our  Future,  Vol . 
II,  at  pages  58-70.  Despite  these  limitations,  the  Commission 
was  sufficiently  persuaded  of  the  link  between  tort  reform  and 
liability  insurance  to  recommend  significant  tort  reforms  as  part 
of  its  overall  solution  to  the  liability  insurance  crisis.  Id ♦ , 
at  pages  70-180. 

146  For  example,  it  has  been  reported  that,  as  a  result  of  the 
tort  reforms  enacted  in  Connecticut  in  1986,  the  Hartford 
Insurance  Group  has  reduced  its  liability  insurance  premiums  for 
Connecticut  municipalities  by  as  much  as  10%;  Aetna  Life  and 
Casualty  has  agreed  to  freeze  its  liability  rates  for  Connecticut 
policyholders;  and,  Fireman's  Fund  has  started  to  underwrite 
certain  risks  for  the  first  time.  The  elimination  of  joint  and 
several  liability  in  Wyoming  has  caused  at  least  one  company  to 
lower  its  municipal  liability  insurance  premiums  in  that  State  by 
10%.  And  in  New  Hampshire,  recent  tort  reforms  are  reported  to 
have  resulted  in  a  16%  decrease  in  liability  rates  for  both 
municipalities  and  day  care  centers. 

In  other  States,  such  as  Alaska,  Colorado  and  Washington, 
insurance  companies  are  expressing  a  willingness  to  expand  their 
underwriting  in  certain  areas,  and  even  to  return  to  markets  that 
previously  had  been  abandoned  as  uninsurable.  In  each  case,  the 
reason  for  this  increased  availability  has  been  attributed  to  the 
tort  reforms  enacted  in  those  States. 
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the  cost  of  medical  malpractice  insurance. 147  Of  particular 
interest  is  the  comparison  between  California,  which  enacted  a 
very  rigorous  medical  malpractice  statute  in  1975, 148  and  Florida 
and  New  York,  which  enacted  substantially  weaker  reforms  in  the 
mid-1970 ' s . 149 

The  three  States  are  useful  for  purposes  of  comparison  since 
all  three  are  highly  urbanized, 150  and  have  large  populations  and 
substantial  insurance  markets.  It  is  worth  noting  that  of  the 
three,  California  has  the  tort  system  most  generally  advantageous 
to  plaintiffs.  Indeed,  the  California  Supreme  Court  has  for  many 
years  been  one  of  the  most  activist  courts  in  the  Nation  in 
developing  new  tort  liability  theories,  and  has  issued  many  of 
the  seminal  opinions  which  have  undermined  the  role  of  fault  and 
causation  in  determining  liability.  MICRA,  on  the  other  hand,  is 
one  of  the  most  rigorous  medical  malpractice  statutes  in  the 
United  States.  See  footnote  148,  supra. 

The  GAO  study  provides  the  following  data  as  to  the  increase 
in  malpractice  insurance  rates  during  the  1980's. 


.  147  GA0'  Medical  Malpractice:  Six  State  Case  Studies  Show 
Claims — and — Insurance  Costs  Still  Rise  Despite  Reforms  (1986) . 

The  six  analyzed  States  were  Arkansas,  California,  North 
Carolina,  Florida,  Indiana  and  New  York.  The  GAO  also  issued  a 
separate  report  covering  each  State.  The  title  of  the  summary 
report  is  somewhat  unfortunate,  since  it  suggests  tort  reform  may 
not  affect  insurance  costs.  In  fact,  the  data  contained  in  the 
report  lead  to  precisely  the  contrary  conclusion.  And  as  already 
discussed,  there  are  a  number  of  factors  that  determine  the  cost 
of  insurance,  including  aspects  of  tort  liability  which  were  not 
reformed  in  some  or  all  of  the  six  selected  States. 

148  The  California  statute,  MICRA,  has  been  described  by  many 
in  the  medical  community  as  a  model  malpractice  reform  statute. 

Its  key  provisions  are  a  $250,000  cap  on  non-economic  damages,  a 
sliding  scale  on  attorneys'  contingency  fees  which  limits  the" 
attorney  to  10%  of  any  amount  over  $200,000,  and  a  periodic 
payment  reguirement.  The  New  York  and  Florida  statutes  enacted 
in  the  mid-1970's  are  significantly  weaker  in  comparison. 

^4^  Both  Florida  and  New  York  enacted  more  rigorous  tort 
reforms  in  1985  and  1986.  As  noted,  however,  it  is  still  too 
early  to  draw  any  conclusion  from  those  statutes. 

150  Patricia  Danzon  has  found  that  urbanization  is  "the 
single  most  important  factor  contributing  to  interstate 
differences  in  malpractice  claims."  P.  Danzon,  New  Evidence  on 
the  Frequency  and  Severity  of  Medical  Malpractice  Claims.  17 
(Institute  for  Civil  Justice,  1986) . 
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Percent  Increase  in  Malpractice  Insurance 
Rates  for  Selected  Specialties  Between 
January  1,  1980  and  January  1,  1986 


California  Florida  New  York151 


General  Practice 
Internal  Medicine 
General  Surgery 
Anesthesiology 
Obstetrics/ 


173% 

61% 

88% 

35% 

140% 


199% 

199% 

256% 

217% 

395% 


335% 

326% 

175% 

96% 

345% 


Gynecologists 
Orthopedic  Surgery 
Neurosurgery 


88% 

113% 


198% 

370% 


216% 

273% 


While  all  three  States  witnessed  an  increase  in  the  cost  of 
medical  malpractice  insurance  from  1980  to  1986,  both  New  York 
and  Florida  far  outstripped  California.  Particularly  in  the  two 
high  litigation  risk  specialties  (obstetrics/gynecologists  and 
neurosurgery) ,  the  difference  between  California,  on  the  one 
hand,  and  New  York  and  Florida,  on  the  other,  is  stark.  For  both 
of  these  specialties,  the  percentage  rate  of  increase  in 
insurance  premiums  was  two  to  three  times  greater  in  Florida  and 
New  York  than  in  California. 

These  findings  are  consistent  with  a  1985  report  to  the  New 
York  Medical  Society.152  Among  other  things,  the  report  contains 
data  on  the  1985  premiums  for  a  $1 , 000 , 000/$3 , 000 , 000  malpractice 
insurance  policy,153  as  well  as  the  size  of  the  premiums  as  a 
percentage  of  physician  net  income  and  gross  revenue. 


151  The  New  York  data  did  not  include  Nassau,  Suffolk,  Bronx, 
Kings,  Queens,  Richmond,  Rockland,  Sullivan,  New  York,  Orange, 
Ulster  or  Westchester  Counties.  Interestingly,  some  of  these 
counties  reportedly  have  had  among  the  most  substantial  insurance 
problems  in  New  York  State. 

152  Report  to  the  Medical  Society  of  the  State  of  New  York, 

An  Analysis  of  Medical  Malpractice  Insurance  Expenses  and 
Physician  Income  in  New  York  and  Selected  States,  prepared  by 
Healthscope  Management  Services  Corporation  in  association  with 
the  Center  for  Health  Policy  Studies  (1985). 

153  The  premium  data  in  the  report  to  the  New  York  Medical 
Society  show  substantially  higher  premiums  for  New  York 
physicians  than  the  data  collected  by  the  GAO.  The  most  likely 
explanation  for  the  difference  is  that  the  GAO  data  do  not 
include  a  number  of  New  York  counties  that  reportedly  have 
experienced  serious  insurance  problems.  See  footnote  151,  supra . 
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1985  Premiums 


Malpractice  Premiums  as  Premiums  as 

Insurance  a  Percentage  a  Percentage 

Premiums  of  Net  Income  of  Gross  Revenue 


All  Physicians 


California 
Florida 
New  York 


$10,547 
$16,018 
$17 , 109 


9.5% 
11.9% 
18 . 0% 


5.0% 

6.6% 

10.2% 


Obstetrics/ 

Gynecology 


California 
Florida 
New  York 


$36,685 

$57,781 

$51,420 


27.7% 

38.5% 

51.6% 


13 . 6% 
20.9% 
23 . 5% 


Both  the  GAO  study  and  the  report  to  the  New  York  Medical 
Society  show  quite  clearly  that  California  physicians  have  fared 
substantially  better  than  their  Florida  or  New  York  colleagues  as 
far  as  the  cost  of  their  malpractice  insurance.  Not  only  is  the 
absolute  cost  of  medical  malpractice  insurance  significantly 
lower  in  California,  but  perhaps  even  more  importantly  from  the 
standpoint  of  showing  the  link  between  tort  reform  and 
malpractice,  the  rate  of  premium  increases  has  been  far  more 
moderate  in  California.  The  inescapable  conclusion  is  that  MICRA 
has  had  a  very  substantial  impact  on  the  cost  of  medical 
malpractice  insurance  for  California  physicians. 

Two  useful  conclusions  can  be  drawn  from  the  above  data 
applicable  to  more  general  tort  reform  efforts.  First,  strong 
tort  reform  measures  that  rigorously  address  the  problems  of  tort 
law  --  such  as  California's  MICRA  —  can  have  a  very  real  and 
substantial  effect  on  insurance  costs.  Second,  weak  tort  reform 
measures  —  such  as  the  medical  malpractice  statutes  enacted  in 
Florida  and  New  York  in  the  mid-1970's  —  probably  will  have  only 
a  very  limited  impact  on  insurance  availability  and 
affordability. 

There  also  are  some  important  additional  observations  on  the 
link  between  tort  reform  and  insurance  availability  and 
affordability.  One  observation  is  that  patience  is  important; 
tort  reform  works,  but  only  if  given  time.  And,  obviously,  the 
sooner  reforms  are  enacted,  the  sooner  they  will  begin  to  have 
their  effect  on  the  insurance  market.  A  second  critical 
observation  is  that  tort  reform  statutes  will  be  far  more 
effective,  and  achieve  their  purposes  more  quickly,  when  they  are 
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drafted  clearly  with  all  ambiguities  resolved  prior  to  enactment. 
Finally,  and  perhaps  the  most  important  consideration,  the 
ultimate  success  of  tort  reform  measures  depends  greatly  on  the 
sensitivity  of  the  courts  to  the  legitimate  need  for  and  very 
real  benefits  of  such  legislation.  The  natural  inclination  of 
many  judges  is  to  oppose  tort  reform.  And  judicial  hostility  to 
tort  reform  can  defeat,  or,  at  a  minimum,  substantially  delay  the 
implementation  of  even  the  most  necessary  and  popular  reforms  of 
the  civil  justice  system.  In  this  regard,  the  recent  success  of 
MICRA  before  the  California  Supreme  Court,  the  United  States 
Court  of  Appeals  for  the  Ninth  Circuit,  and  the  United  States 
Supreme  Court,  suggests  that  the  courts  may  be  much  more 
receptive  to  such  legislation  than  in  the  recent  past. 
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CONCLUSION 


While  there  are  a  number  of  conclusions  and  recommendations 
contained  within  this  Report,  the  following  are  the  Working 
Group's  primary  conclusions  regarding  the  insurance  and  liability 
crisis  and  the  appropriate  response  of  the  federal  government  to 
that  crisis. 

First,  the  crisis  in  insurance  availability  and 
affordability,  while  substantially  ameliorated,  continues  to 
impose  significant  costs  on  much  of  the  American  economy.  The 
effects  of  the  crisis  likely  will  be  felt  throughout  the  economy 
—  particularly  in  certain  sectors  —  for  some  time  to  come. 

Second,  tort  liability  is  a  key  underlying  reason  for  the 
crisis  in  insurance  availability  and  affordability.  Its 
contribution  to  the  crisis  is  two-fold:  rapidly  expanding 
liability,  including  dramatically  higher  damage  awards,  have 
substantially  increased  the  cost  of  the  tort  liability  system; 
and,  changing  doctrinal  standards  have  significantly  heightened 
the  uncertainty  and  unpredictability  of  the  tort  system,  and 
thereby  have  exacerbated  the  already  serious  problems  of  the 
system. 

Third,  legislative  tort  reforms  are  a  reasonable,  legitimate 
and  effective  response  to  many  of  the  deficiencies  of  tort  law. 
Such  legislation,  however,  is  by  no  means  the  only  answer  to  the 
problems  of  the  tort  system;  much  of  the  responsibility  for 
improvement  remains  with  the  courts. 

Fourth,  rigorous  and  meaningful  tort  reforms  can  have  a  real 
impact  on  insurance  availability  and  affordability  if  given  the 
opportunity  and  sufficient  time  to  work. 

Fifth,  the  Working  Group  continues  to  believe  that  there  is 
no  justification  or  need  for  federal  insurance  regulation  or  the 
creation  of  federal  insurance  or  indemnification  programs. 

Sixth,  there  is  an  appropriate  role  for  federal  tort  reform 
legislation  in  those  areas  where  there  is  a  compelling  federal 
interest.  Such  areas  include  product  liability,  the  liability  of 
federal  government  contractors,  and  the  tort  liability  of  the 
federal  government  and  its  employees. 

Seventh,  the  Administration  should  continue  to  support  and 
work  actively  with  Governors  and  State  legislators  to  achieve 
reasonable  and  workable  tort  reforms  at  the  State  level.  And, 
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Eighth,  the  Working  Group  continues  to  believe  that  the 
eight  tort  reforms  recommended  in  its  prior  Report  represent  the 
most  sensible  and  effective  potential  reforms  of  the  American 
civil  justice  system. 
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APPENDIX 


THE  CRISIS  IN  PROPERTY-CASUALTY  INSURANCE 
Antitrust  Division,  United  States  Department  of  Justice 


Extensive  debate  continues  as  to  the  causes  of  the  crisis 
in  property-casualty  insurance.  The  crisis  is  manifested  by 
serious  problems  in  affordability,  availability,  or  both,  in 
several  lines.  In  most  of  those  lines,  these  problems  are  of 
relatively  recent  origin.  This  report  describes  and  evaluates 
the  most  commonly  alleged  causes  of  the  crisis. 


The  Antitrust  Division's  preliminary  economic  assessment 
indicates  that  three  of  the  four  most  commonly  alleged  causes 
of  the  crisis--collusion  among  insurers,  imprudent  business 
practices  and  declines  in  investment  income,  and  state 
regulation--all  are  unlikely  to  have  caused  the  crisis.  In 
contrast,  both  theoretical  economic  analysis  and  empirical 
evidence  support  the  conclusion  that  unanticipated  changes  in 
the  manner  in  which  tort  liability  has  been  established  and 
damages  assessed,  along  with  the  uncertainty  engendered  by 
these  changes,  are  directly  responsible  for  the  current 
affordability  and  availability  problems  in  property-casualty 
insurance . 


I .  Collusion 


It  has  been  asserted  that  a  principal  cause  of  the  crisis 
has  been  concerted,  anticompetitive  actions  by  insurers  to 
raise  prices  in  certain  lines  of  property-casualty  insurance  or 
even  to  refuse  to  write  such  insurance.  Economic  analysis  of 
the  relevant  insurance  markets,  however,  leads  to  the 
conclusion  that  such  a  scenario  is  implausible. 


A.  The  Legal  Environment  for  Collusion 


A  major  purpose  of  the  antitrust  laws  is  to  deter  concerted 
pricing  and  marketing  decisions  among  competitors.  Certain 
types  of  collusive  conduct,  particularly  agreements  to  raise 
price  and  restrict  output,  are  illegal  per  se  and  expose  the 
participants  to  both  severe  criminal  sanctions  and  civil 


actions  for  treble  damages  by  injured  parties.  In  the 
insurance  area,  however,  the  McCar ran-Ferguson  Act  1/  provides 
a  limited  antitrust  exemption  for  the  business  of  insurance. 


The  McCarran-Ferguson  Act  of  1945  was  a  response  to  a 
Supreme  Court  decision  that  held  that  the  business  of  insurance 
was  within  the  regulatory  power  of  Congress  under  the  Commerce 
Clause  and,  thus,  was  subject  to  the  antitrust  laws.  2/  The 
Act  secured  the  primacy  of  the  states  in  the  regulation  and 
taxation  of  the  business  of  insurance:  it  delimited  the 
influence  of  the  federal  government,  relegating  only  a  residual 
role  to  the  federal  antitrust  laws.  Under  the  Act,  the 
Sherman,  Clayton,  and  Federal  Trade  Commission  Acts  apply  to 
the  business  of  insurance  only  to  the  extent  that  such  business 
is  not  regulated  by  state  law,  3/  or  if  the  challenged  conduct 
involves  boycott,  coercion,  or  intimidation.  4/ 


Because  the  McCarran-Ferguson  exemption  is  premised  on 
state  regulation,  however,  its  net  immunizing  effect  is  more 
limited  than  otherwise  might  be  supposed.  There  appears  to  be 
a  substantial  overlap  between  the  McCarran-Ferguson  exemption 
and  another  antitrust  exemption,  the  "state  action  doctrine," 
which  holds  that  the  federal  antitrust  laws  do  not  prohibit 
anticompetitive  conduct  properly  attributable  to  the  states 
rather  than  to  private  parties.  5/ 


Recent  state  action  cases  have  established  a  two-pronged 
test  for  determining  whether  private  anticompetitive  conduct 
that  restrains  competition  is  entitled  to  state  action 
immunity.  The  restraint  must  be  the  product  of  a  "clearly 
articulated  and  affirmatively  expressed"  state  policy  to 
displace  competition,  and  the  state  must  actively  supervise  any 
private  anticompetitive  conduct.  .6/ 


1/  15  U.S.C.  §§  1011-1015. 

2/  United  States  v.  South-Eastern  Underwriters  Ass'n,  322  U.S. 
533  (1944). 

3/  15  U.S.C.  §  1012(b) . 

4/  15  U.S.C.  §  1013(b) . 

5/  See  Parker  v.  Brown,  317  U.S.  341  (1943). 

6/  California  Retail  Liquor  Dealers  Ass'n  v.  Midcal  Aluminum, 
Inc.,  445  U.S.  97,  105  (1980). 
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In  its  1985  Southern  Motor  Carriers  decision,  7/  the 
Supreme  Court  held  that  a  state  need  not  "compel"  private 
anticompetitive  conduct  in  order  to  satisfy  this  test.  In  that 
case,  state  regulation  of  collective  ratemaking  by  intrastate 
motor  carriers  was  considered  sufficient.  Thus,  Southern  Motor 
Carriers  suggests  that  at  least  some  forms  of  state  insurance 
regulation  could  protect  concerted  decisions  among  insurers 
from  antitrust  liability,  even  if  the  McCarran-Ferguson 
exemption  did  not  exist. 


While  Southern  Motor  Carriers  may  have  narrowed  the 
difference  between  McCarran-Ferguson  immunity  and  state  action 
immunity,  significant  distinctions  remain.  The  McCarran- 
Ferguson  Act  applies  only  to  conduct  that  constitutes  the 
"business  of  insurance"  within  the  meaning  of  the  Act,  8/ 
whereas  the  state  action  doctrine  is  potentially  applicable  to 
any  conduct  regulated  by  the  states.  Also,  states  may  regulate 
some  insurer  conduct  in  a  manner  that  is  sufficient  to  trigger 
the  McCarran-Ferguson  exemption,  but  not  sufficient  to  provide 
state  action  immunity.  For  example,  it  has  been  held  that 
states  do  not  have  to  regulate  the  specific  practices 
challenged  under  the  antitrust  laws  for  the  McCarran-Ferguson 
immunity  to  attach: 


Unless  the  practice  amounts  to 
states  are  free  to  regulate  it 
to  regulate.  They  do  not  have 
authorize  a  specific  activity, 
it,  for  the  exemption  to  apply 
enough  that  a  detailed  overall 
regulation  exists.  9/ 


a  boycott,  the 
or  choose  not 
to  expressly 
or  proscribe 
.  .  .  It  is 

scheme  of 


7/  Southern  Motor  Carriers  Rate  Conference,  Inc.  v.  United 
States,  471  U.S.  48  (1985). 

8/  Not  all  insurer  conduct  necessarily  constitutes  the 
"business  of  insurance."  See,  e . q . .  Group  Life  &  Health 
Insurance  Co.  v.  Royal  Drug,  440  U.S.  205  (1979). 

9/  Klamath-Lake  Pharm.  v.  Klamath  Med.  Serv.  Bureau,  701  F.2d 
1276,  1287  n.10  (9th  Cir.),  cert,  denied.  464  U.S.  822  (1983) 
(citations  omitted).  See  also  Addrisi  v.  Eguitable  Life  Assur. 
Soc.,  503  F . 2d  725  (9th  Cir.  1974),  cert,  denied.  420  U.S.  929 
(1975);  Mackey  v.  Nationwide  Ins.  Companies,  724  F.2d  419  (4th 
Cir.  1984);  Commander  Leasing  Co.  v.  Transamerica  Title  Ins. 
Co.,  477  F.2d  77  (10th  Cir.  1973);  Feinstein  v.  Nettleship  Co., 
714  F . 2d  928  (9th  Cir.  1983),  cert,  denied.  466  U.S.  972 
(1984)  . 
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Without  a  detailed,  state-by-state  analysis  of  regulation 
in  the  crisis  lines,  however,  it  is  difficult  to  assess  the 
extent  to  which  concerted  insurer  decisions  would  enjoy  state 
action  immunity  from  the  antitrust  laws.  Antitrust  immunity  by 
itself,  however,  does  not  necessarily  imply  that  insurance 
providers  are  currently  colluding:  Even  in  the  absence  of 
legal  prohibitions,  the  structure  of  the  market  for  property- 
casualty  insurance  may  render  successful  collusion  difficult  or 
even  impossible. 


B.  Economic  Indicators  of  the  Likelihood  of  Collusion 

1.  Theory 

Collusion  can  be  difficult  to  detect:  the  conduct  itself 
is  usually  covert,  and  the  effects  on  prices  can  be  difficult 
to  discern,  especially  when  competitive  benchmarks  for  prices 
or  output  levels  are  not  available.  Economic  theory,  however, 
can  help  assess  the  likelihood  of  collusion  from  observable 
evidence  on  market  structure. 


In  using  evidence  on  market  structure  to  evaluate  the 
probability  of  collusion,  correct  market  definition  is 
crucial.  Market  definition  involves  identifying  groups  of 
products  the  sellers  of  which  collectively  would  have  market 
power  in  the  sense  that  if  they  could  coordinate  their  pricing 
decisions  they  would  price  significantly  above  competitive 
levels.  10/  Not  all  of  these  firms  may  currently  be  selling 
the  same  product  in  the  same  geographic  area.  However,  any 
firm  that  is  selling--or  could  readily  sell--the  same  product, 
or  other  products  that  are  good  substitutes  for  the  product  in 
question,  may  undermine  collusion,  at  least  to  some  extent. 


There  are  four  aspects  of  market  structure  that  are  highly 
relevant  to  the  probability  that  collusion  will  be  attempted  or 
will  be  successful  if  attempted.  First,  the  fewer  firms  there 
are  in  a  market,  the  easier  it  is  for  them  to  agree  to  raise 
price  or  restrict  output  and  the  greater  the  probability  of 
collusion.  Second,  holding  constant  the  number  of  firms,  the 
greater  the  dispersion  of  market  shares,  the  more  likely  it  is 
that  agreement  among  only  a  subgroup  of  the  full  number  of 
firms  would  be  necessary  for  collusion  to  be  successful.  Thus, 
a  market  with  ten  firms  where  two  firms  each  hold  forty-five 
percent  of  the  market  is  more  conducive  to  collusion  than  a 
market  with  ten  equal-sized  firms. 


10/  See  U.S.  Department  of  Justice,  Merger  Guidelines  (1984). 
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Third,  the  easier  it  is  for  colluding  firms  to  detect  and 
police  any  cheating  on  the  collusive  agreement  by  other  cartel 
members,  the  greater  the  probability  of  collusion.  In  the 
insurance  industry,  for  example,  where  the  McCar ran-Ferguson 
Act  and  state  regulation  often  permit  collective  (i.e.,  bureau) 
rate  making,  colluding  firms  might  find  it  easy  to  monitor  each 
other's  activities.  This  could  facilitate  successful  collusion 
among  insurers.  On  the  other  hand,  in  industries  such  as 
insurance,  where  the  product  is  heterogeneous  and  multi¬ 
dimensional,  individual  firms  can  often  increase  quality  in  a 
continuous  and  subtle  fashion,  making  cheating  on  a  collusive 
agreement  relatively  difficult  to  detect  and  collusion  less 
likely. 


Finally,  the  entry  of  new  firms  into  the  market  may  limit 
or  even  completely  deter  collusion.  3JV  Collusion  would  be 
deterred  either  if  entry  were  so  rapid  as  to  make  a  price 
increase  impossible,  12/  or  if  entry  would  eventually  restore 
prices  to  their  original  or  lower  levels  but  leave  the 
colluding  firms  with  lower  market  shares  so  that  long-term 
losses  from  collusion  would  outweigh  any  short-term  gains. 
Furthermore,  even  if  collusion  would  be  profitable,  rapid  entry 
would  shorten  any  collusive  episode  and  reduce  the  probability 
of  its  recurrence. 


2. 


Market  Definition  and  Market  Structure 
in  the  Property-Casualty  Insurance  Industry 


In  assessing  collusion  as  a  possible  cause  of 
affordability-availability  problems  in  the  crisis  lines,  it  is 
first  necessary  to  delineate  the  relevant  markets.  Under 


11/  As  noted  above,  it  is  appropriate  to  designate  specific 
firms  that  readily  could,  but  do  not  currently,  sell  the 
product  in  question  as  being  "in  the  market"  rather  than 
"potential  entrants."  The  difference  between  firms  who  do  not 
currently  sell  a  product  being  "in  the  market"  and  being 
"potential  entrants"  is  mostly  a  question  of  time.  According 
to  the  Department  of  Justice  Merger  Guidelines,  if  a  firm  could 
begin  selling  the  product  within  one  year,  it  is  considered  to 
be  already  in  the  market.  If  the  firm  would  need  more  than  one 
year,  but  less  than  two,  it  is  considered  a  potential  entrant. 

12/  Under  some  circumstances,  entry  may  make  price  increases 
not  only  unprofitable  but  impossible.  For  a  discussion  of  such 
"contestable"  markets,  see  Baumol,  Panzer,  and  Willig  (1982). 
But  see  Schwartz  (1986). 
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principles  outlined  in  the  Department's  Merger  Guidelines, 
markets  for  purposes  of  competitive  analysis  are  delineated  by 
considering  very  narrow  groups  of  products  and  expanding  until 
a  hypothetical  monopolist  of  that  group  of  products  would  have 
significant  market  power,  i.e.,  the  ability  profitably  to  raise 
price.  The  analysis  basically  consists  of  assessing  the  extent 
to  which  a  price  increase  for  the  product  under  consideration 
would  cause  a  reduction  in  quantity  that  would  be  large  enough 
to  make  the  price  increase  unprofitable.  In  the  case  of 
insurance,  a  price  increase  could  cause  a  quantity  reduction 
either  because  of  substitution  to  other  types  of  insurance  or 
because  of  substitution  of  self-insurance.  The  former  type  of 
substitution  is  not  very  likely:  a  doctor  seeking  malpractice 
insurance,  for  example,  is  unlikely  to  find  fire  insurance  to 
be  an  acceptable  substitute. 


Self-insurance  is  likely  to  be  the  best  substitute  for  any 
particular  line  of  insurance.  Self-insurance,  however,  is 
likely  to  be  an  unattractive  alternative  for  the  vast  majority 
of  individuals  for  most  perils.  The  loss  of  one's  home  from 
fire  or  one's  life  savings  from  a  malpractice  suit,  for 
example,  both  likely  would  be  too  devastating  an  event  for  one 
to  be  willing  to  risk.  For  such  individuals,  the  only 
alternative  to  accepting  a  collusive  price  increase  may  be  to 
form  a  mutual,  where  the  policyholders  share  responsibility  for 
the  residual  risk  of  the  group  by  setting  premiums  ex  post 
rather  than  ex  ante.  13/ 


Self-insurance  is  much  more  attractive  for  large 
corporations  and  governments.  For  governments,  the  residual 
risk  can  be  spread  across  the  taxpayers  in  that  governmental 
unit.  The  larger  the  unit,  the  lower  the  cost  of 
self-insurance,  since,  as  long  as  all  the  risks  assumed  are  not 
perfectly  correlated,  the  larger  the  unit  the  less  the  residual 
risk  assumed  by  each  individual  taxpayer  and  the  easier  it  is 
for  the  individual  taxpayer  to  pool  that  risk  with  other 
imperfectly  correlated  risks.  For  corporations  whose  equity 
holders  can  diversify  widely  and  inexpensively  in  stock  and 


13/  The  Risk  Retention  Act  Amendments  of  1986,  Pub.L. 

No.  99-563,  were  designed  to  allow  related  or  similarly 
situated  businesses  and  groups  to  purchase  their  liability 
insurance  on  a  group  basis  or  to  provide  security  in  lieu  of 
insurance  through  interstate  cooperatives  called  risk  retention 
groups . 
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other  capital  markets,  the  attraction  of  self-insurance  is  even 
greater.  14/ 


Notwithstanding  any  potential  ability  of  large  corporations 
and  governments  to  self-insure  in  response  to  even  a  small 
collusive  price  increase,  it  is  clear  that  a  hypothetical 
monopoly  supplier  of  any  particular  line  of  insurance  would 
price  well  above  competitive  levels  because  of  the 
unattractiveness  of  self-insurance  to  individuals  and  smaller 
corporations  or  governments.  A  hypothetical  insurance  monopoly 
likely  would  be  able  to  raise  price  just  to  individuals  if 
necessary,  so  large  corporations  and  governments  would  not 
prevent  the  exercise  of  market  power.  15/ 


14/  Indeed,  one  might  ask  why  corporations  would  ever  buy 
insurance.  To  the  extent  that  the  risks  assumed  by  a 
corporation  are  ultimately  assumed  by  shareholders  who  are 
capable  of  diversifying  their  portfolios  directly,  managers 
would  appear  to  maximize  share  values  by  maximizing  the 
expected  value  of  earnings.  Since  the  purchase  of  market 
insurance  will  always  require  payment  of  a  premium  over  the 
expected  cost,  self-insurance  would  appear  to  always  dominate. 
Paying  such  a  premium  may  be  in  the  interest  of  shareholders, 
however,  if  insurance  reduces  managerial  control  problems  by 
allowing  more  concentrated  equity  ownership,  or  if  insurance 
provides  an  outside  check  on  opportunistic  behavior  by  managers 
toward  shareholders  or  by  shareholders  toward  bondholders.  In 
addition,  especially  if  bankruptcy  is  possible,  some  insurable 
risks  may  ultimately  be  borne  by  non-shareholders  such  as 
workers  or  managers,  who  cannot  inexpensively  diversify  away 
such  risks.  If  the  price  such  input  suppliers  would  charge  to 
assume  those  risks  is  greater  than  the  premium  over  the 
expected  cost  that  must  be  paid  to  an  insurance  company,  the 
purchase  of  market  insurance  can  be  consistent  with  maximizing 
share  values.  Finally,  if  costs  would  be  involuntarily  borne 
by  third-parties,  federal  or  state  laws  are  likely  to  require 
firms  or  individuals  to  buy  insurance. 

15/  If  a  sufficient  number  of  large  corporations  and 
governments  would  self-insure  in  response  to  even  a  small 
collusive  price  increase,  however,  we  would  expect  that  an 
exercise  of  market  power  by  insurers  would  not  lead  to  a 
significant  increase  in  all  premiums,  but  rather  to  an  increase 
in  the  premiums  paid  by  individuals  and  small  corporations  and 
governments  relative  to  those  paid  by  large  corporations  and 
governments . 
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The  next  step  in  the  analysis  of  market  structure  is  to 
identify  the  competitors  in  the  relevant  markets.  All 
property-casualty  insurers  in  the  United  States  should  be 
considered  as  competitors  in  any  relevant  market  if  all  easily 
could  offer  any  particular  line  of  insurance.  To  determine 
whether  such  is  the  case,  the  Division  conducted  telephone 
interviews  with  executives  from  a  size-stratified  sample  of  ten 
national  and  regional  insurance  companies,  as  well  as  with  the 
insurance  regulators  of  the  ten  most  populous  states  plus  West 
Virginia.  The  Division  found  strong  indications  that  insurers 
normally  can,  quickly  and  easily,  acquire  the  necessary 
licenses  and  expertise  to  either  begin  selling  their  existing 
lines  of  insurance  in  new  states  or  to  provide  new  lines  in  the 
states  in  which  they  are  already  licensed.  This  appears  true 
even  with  respect  to  those  lines  considered  in  crisis.  These 
facts  suggest  that,  even  though  at  any  one  time  only  a  small 
number  of  firms  may  be  observed  writing  a  specific  line  in  a 
particular  state,  all  firms  in  the  property-casualty  industry 
in  the  United  States  should  be  included  in  the  relevant  market 
for  any  particular  type  of  property-casualty  insurance.  16/ 


The  third  step  in  the  analysis  of  market  structure  is  the 
assignment  of  market  shares.  Market  shares  should  be  assigned 
to  competitors  according  to  their  abilities  to  compete  and,  in 
particular,  to  undermine  any  anticompetitive  activities  of 
rivals.  The  ability  of  an  insurance  company  to  expand  output 
is  potentially  limited,  at  least  in  the  short  run,  by  state 
solvency  regulation,  which  is  keyed  to  certain  financial 
ratios.  Thus,  these  financial  ratios  could  be  combined  with 
data  on  net  assets  to  provide  a  capacity-based  measure  of 
market  share.  Data  on  premiums  is  more  readily  available, 
however,  and,  to  the  extent  that  premium-to-surplus  ratios  are 
uniform  across  firms,  provide  a  good  proxy  for  relative  ability 
insurance.  Thus,  premiums  were  used  to  measure  market 
To  the  extent  that  insurers  can  shift  capacity  across 
insurance  total  premiums  for  all  insurance  would  be 
To  be  conservative,  however,  the  premiums 
to  the  property-casualty  lines. 


to  write 
shares . 
types  of 
the  best 
used  were 


measure . 
limited 


16/  Companies  that  currently  provide  only  life  insurance  but 
that  could  be  expected  to  establish  a  property-casualty 
subsidiary  in  response  to  a  collusive  price  increase  could  also 
be  included  in  the  property-casualty  market. 
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C.  Could  Collusion  Be  the  Cause  of  the  Crisis? 


Table  I  provides  measures  of  market  concentration  for 
property-casualty  insurance.  The  first  line  shows  the 
Herf indahl-Hi rschman  Index,  or  HHI,  17/  for  All  Property- 
Casualty  insurance  in  the  United  States  from  1979  to  1985. 
Table  I  also  shows  the  HHIs  for  Medical  Malpractice  and  Other 
Liability  insurance,  lines  that  are  generally  considered  to  be 
in  crisis.  Even  if  these  lines  were  appropriate  markets  and 
competitors  limited  to  current  sellers  of  these  lines,  the  low 
HHIs  would  imply  that  collusion  would  be  an  unlikely 
explanation  for  significant  increases  in  prices. 


The  highest  HHI  for  All  Property-Casualty  was  229  in  1985. 
Even  if  Medical  Malpractice  and  Other  Liability  were  valid 
antitrust  markets  and  competitors  limited  to  just  current 
sellers  of  those  lines,  their  highest  HHIs  would  be  663 
and  278.  These  are  low  HHI  values.  The  1984  Department  of 
Justice  Merger  Guidelines,  for  example,  indicate  that  mergers 
raising  the  HHI  to  a  level  under  1000  are  not  a  cause  of 
competitive  concern.  These  low  levels  of  market  concentration 
imply  that  successful  collusion  among  property-casualty 
insurers  is  highly  unlikely,  even  in  the  absence  of  any  legal 
prohibitions . 


Finally,  even  if  collusion  were  likely  in  this 
unconcentrated  market  because  of  McCarran-Ferguson  or  state 
action  immunity,  there  are  several  reasons  why  the  current 
availability-affordability  problems  cannot  be  blamed  on 
collusion.  First,  the  antitrust  immunities  have  applied  to  all 
lines  of  insurance  since  at  least  1945,  with  de  facto  immunity 
since  the  1869  decision  of  the  Supreme  Court  in  Paul  v^. 
Virginia .  18/  while  the  crisis  is  of  relatively  recent  origin 
and  is  occurring  in  only  a  few  lines.  Second,  collusion  cannot 
explain  unavailability:  Firms  do  not  collusively  raise  prices 
above  costs  and  then  refuse  to  sell  the  product.  Third, 
collusion  as  an  explanation  for  the  large  price  increases 


17/  The  HHI  is  an  index  of  market  concentration  calculated  by 
summing  the  sguares  of  the  market  shares  of  all  of  the  firms  in 
the  market.  It  varies  from  near  0  (extremely  unconcentrated) 
to  10,000  (total  monopoly).  The  HHI  is  higher,  the  smaller  the 
number  of  firms  and  the  more  unequal  their  market  shares.  The 
HHI  thus  provides  a  single  summary  measure  for  the  first  two  of 
the  four  aspects  of  market  structure  discussed  above. 

18/  75  U.S.  (8  Wall.)  168  (1869). 
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observed  in  recent  years  is  directly  contradicted  empirically 
by  both  the  fall  observed  over  that  period  in  the  ratio  of 
premiums  to  underwriting  costs  (discussed  below  in  Section  IV) 
and  by  indications  of  significant  underperformance  by 
property-casualty  firms  in  recent  years  in  the  stock  market 
(see  Lacey  (1976) ) . 


All  things  considered,  it  is  highly  unlikely  that  increased 
collusion  could  have  been  a  significant  contributor  to  the 
recent  affordability  or  availability  problems  in 
property-casualty  insurance. 


II.  Imprudent  Insurance  Company  Business  Practices 
and  Declining  Investment  Income 


Some  commentators  cite  short-sighted  or  otherwise  imprudent 
business  practices  as  possible  causes  of  the  crisis.  In 
particular,  they  perceive  the  recent  dramatic  increases  in 
premiums  as  a  reaction  by  insurance  companies  to 
"inappropriate"  (i.e.,  too  low)  pricing  in  previous  periods. 
They  further  argue  that  declining  investment  income  is  a  major 
cause  of  current  affordability-availability  problems. 


It  is  maintained  that  during  the  late  1970s  and  early  1980s 
unusually  high  interest  rates  encouraged  property— casua lty 
insurers  to  lower  their  premium  rates  substantially.  Because 
high  returns  on  investments  could  be  expected  to  offset 
anticipated  casualty  losses,  insurers  charged  "artificially" 
low  prices  to  attract  business.  As  long  as  interest  rates 
remained  high,  insurance  companies  could  cover  casualty  losses 
while  maintaining  relatively  low  premiums. 


The  lower  initial  premiums  could  be  made  up  by  the  higher 
investment  income  that  could  be  earned  on  those  premiums 
between  the  time  they  were  collected  and  when  they  would  be 
required  to  pay  policyholders  for  their  covered  losses. 

Insurers  were  able — and,  in  a  competitive  market,  would  be 
forced — to  lower  their  rates.  In  this  scenario,  falling 
interest  rates  in  1985  and  1986  resulted  in  an  unanticipated 
decline  in  investment  income.  Insurers  facing  large 
anticipated  casualty  losses  found  themselves  with  investment 
income  insufficient  to  cover  those  losses,  and  were  forced  to 
turn  to  their  only  remaining  source  of  funds — current 
policyholders — whose  premiums  escalated  rapidly.  In  sum,  it  is 
theorized  that  the  additional  income  from  recent,  very 
substantial  premium  increases  has  been  sought  by  insurers  to 
compensate  for  unexpected  declines  in  investment  income. 
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Theoretical  analysis  suggests  that  if  property-casualty 
insurance  markets  are  competit ive--and  the  concentration  data 
presented  above  support  that  assumption--! t  would  not  be 
possible  for  insurers  to  recover  sunk  losses  due  to  past 
pricing  mistakes  by  charging  higher,  supra-compet i t ive  premiums 
to  current  policyholders,  especially  if  new  insurers,  not 
suffering  from  previous  errors,  could  profitably  undercut  the 
inflated  premiums  of  the  old  insurers.  19/  Moreover,  even  if 
dramatic  declines  in  investment  returns  could  in  theory  have 
resulted  in  the  observed  availability  and  affordability 
problems,  it  is  not  clear  that  any  such  losses  or  declines  have 
actually  occurred.  In  particular,  column  2  of  Table  2  shows 
that  net  investment  income  as  a  percentage  of  premiums  earned 
in  the  property-casualty  industry  increased  significantly  after 
1980,  from  7.88  percent  of  earned  premiums  over  the  1967-80 
period  to  14.62  percent  of  earned  premiums  over  the  1981-85 
period.  20/  Thus,  we  must  look  to  the  property-casualty 
industry's  underwriting  gain/loss  experience,  shown  in  column  1 
of  Table  2,  rather  than  to  the  industry's  past  investment 
experience,  in  order  to  explain  either  any  financial  problems 
in  the  industry  or  their  actions  on  pricing  and  availability. 


Regardless  of  past  experiences,  any  decline  in  anticipated 
future  investment  returns  would  place  upward  pressure  on 
overall  premiums.  But  cyclical  movements  in  anticipated 
investment  income  would  not  cause  severe  affordability- 
availability  problems  to  appear  suddenly  in  only  certain 
lines.  While  some  small  part  of  the  higher  cost  of 
property-casualty  insurance  today  may  be  due  to  anticipations 


19/  As  noted  in  Section  IV,  below,  however,  unanticipated 
changes  in  the  manner  in  which  tort  liability  has  been 
established  and  damages  assessed  can  lead  to  large  ex  post 
losses  on  policies,  especially  (see  Table  6)  in  lines  where 
there  are  long  delays  between  the  time  that  premiums  are  set 
and  received  and  the  time  that  claims  are  settled.  Unless  new 
capital  can  flow  easily  into  the  industry,  such  accumulated 
losses  may  deplete  reserves  and,  in  the  presence  of  solvency 
regulation  or  other  constraints  on  the  ratio  of  premiums  to 
reserves,  contribute  to  a  supply  problem,  at  least  in  the  short 
run . 

20/  As  shown  in  Table  2,  this  increase  of  6.74  percent  is 
statistically  highly  significant.  With  an  F-statistic  of 
66.10,  the  probability  of  such  an  increase  being  due  to  random 
movements  is  less  than  .01. 
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of  lower  investment  income,  the  primary  causes  of  the  "crisis 
must  be  found  elsewhere.  21/ 


III.  State  Insurance  Regulation 

We  turn  now  to  the  third  potential  cause  of  the  insurance 
crisis,  changes  in  state  regulation.  Any  full  discussion  of 
state  regulation  of  the  insurance  industry  would  be  far  beyond 
the  scope  of  this  report,  but  we  can  at  least  briefly  examine 
three  types  of  state  regulation — regulation  of  prices, 
regulation  of  quality  (i.e.,  solvency),  and  regulations  that 
attempt  to  redistribute  wealth  by  widening  risk  pools--and 
their  potential  roles  in  the  crisis  in  property-casualty 
insurance . 


Turning  first  to  the  potential  role  of  price  regulation, 
any  regulatory  change  could  result  in  both  higher  prices  and 
unavailability  if  the  regulators  imposed  regulations  that 
raised  costs  or  restricted  output  considerably  and  then  allowed 
prices  to  rise  by  less  than  would  have  been  required  to  clear 
the  market.  Alternatively,  suppose  that  costs  were  rising — 
perhaps  but  not  necessarily  because  of  increased  regulation — 
and  the  regulators  responded  by  imposing  price  ceilings  to 
limit  the  price  increase.  The  result  would  be  both  higher 
prices  and  an  availability  problem,  i.e.,  even  at  the  higher 
prices,  insurers  would  not  be  willing  to  supply  as  much 
insurance  as  consumers  would  like  to  buy. 


There  has  been  considerable  research  on  the  effects  of 
regulation  on  the  price  of  property-casualty  insurance. 
Unfortunately,  no  consensus  has  emerged:  some  researchers  have 
found  that  regulation  has  raised  prices;  others  have  found  no 
effect.  For  example,  Joskow  (1973)  found  that  prices  for 
property-casualty  insurance  were  higher  in  New  York,  where 


21/  Even  if  anticipated  net  investment  income  were  to  fall  to 
zero,  however,  the  compensating  proportional  increase  in 
premiums  would  not  be  greater  than  the  previous  ratio  of 
anticipated  net  investment  income  to  premiums.  As  shown  in 
Table  4,  the  ratio  of  net  investment  to  income  has  been  highest 
in  the  crisis  lines  of  Medical  Malpractice  and  Other  Liability, 
where,  as  shown  in  Table  6,  the  time  between  when  premiums  are 
collected  and  when  losses  are  paid  out  is  the  greatest.  The 
premium  increases  observed  in  these  lines,  however,  have  been 
far  greater  than  these  net  investment  ratios. 
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prices  were  regulated#  than  in  unregulated  California. 
Similarly#  Hill  (1979)#  and  Freeh  and  Samprone  (1980)  found 
that  prices  or  profits  were  higher  under  regulation  in  all  the 
lines  of  property-casualty  insurance  that  they  examined#  but 
neither  study  examined  any  of  the  lines  currently  in  crisis: 
Hill  (1979)  did  not  examine  medical  malpractice  or  general 
liability#  and  Freeh  and  Samprone  (1980)  looked  only  at 
automobile  liability  insurance.  Moreover,  for  automobile 
liability  insurance#  while  Freeh  and  Samprone  (1980)  found  that 
output  had  been  reduced  in  regulated  states  compared  to 
unregulated  ones#  Ippolito  (1980)  did  not  find  that  prices  were 
higher  in  regulated  states.  Finally,  Munch  and  Smallwood 
(1980),  looking  at  property-casualty  insurance#  found  that 
solvency  regulation  reduced  the  number  of  firms#  but  not 
necessarily  output. 


None  of  this  research  presents  evidence  that  regulation  has 
restricted  output  in  those  lines  of  property-casualty  insurance 
that  are  considered  to  be  in  crisis.  The  only  available 
evidence  of  an  output  restriction  was  provided  by  Freeh  and 
Samprone  (1980)  for  the  non-crisis  automobile  liability  line. 
The  evidence  is  mixed  on  the  effects  of  regulation  on  the  price 
of  property-casualty  insurance#  although  most  of  it  suggests 
that  regulation  has  raised  prices.  Joskow  (1973)  found  that 
regulation  seemed  to  increase  prices  for  all  types  of  property- 
casualty  insurance.  Hill  (1979),  as  well  as  Freeh  and  Samprone 
(1980)#  had  similar  results  when  looking  at  just  the  non-crisis 
lines  of  property-casualty  insurance  and  automobile  liability 
insurance#  respectively.  Ippolito  (1980),  on  the  other  hand# 
did  not  find  that  regulation  increased  the  price  of  automobile 
liability  insurance. 


While  we  cannot  rule  out  the  possibility  that  state 
regulation  has  increased  costs  and  reduced  output#  attributing 
an  availability  problem  in  any  particular  state  to  state 
regulation  would#  as  noted  above,  require  that  regulators  in 
that  state  have  also  imposed  price  ceilings  that  prevented 
prices  from  rising  to  the  same  degree  as  costs.  To  the  extent 
that  regulation  has  directly  affected  prices,  however#  the 
effect  historically  has  been  more  to  facilitate  pricing  above 
competitive  levels  than  to  impose  price  ceilings  below 
competitive  levels  (see  Joskow  (1973)). 


Moreover#  as  also  noted  above#  it  is  often  relatively  easy 
for  producers  of  complex  and  heterogeneous  products  to  increase 
quality  in  a  sufficiently  subtle  and  gradual  manner  to  avoid 
detection  by  other  participants  in  a  private  collusive 
agreement  to  raise  prices.  Similarly,  unless  regulators  can 
rigorously  specify  all  aspects  of  a  price-controlled  product. 
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their  attempts  to  set  maximum  prices  are  likely  to  be 
frustrated  by  reductions  in  quality.  Under  such  conditions, 
the  effect  of  maximum  price  ceilings  is  more  likely  to  be 
unavailability  of  quality  than  unavailability  of  quantity. 


Some  industry  observers  have  argued  that  such  binding  price 
ceilings  did  exist,  at  least  through  1985,  in  those  states 
where  availability  problems  were  particularly  severe.  The 
Antitrust  Division's  ongoing  interviews  with  state  regulators 
and  insurance  company  executives,  however,  have  not  found  any 
supporting  evidence  to  date  for  this  claim  in  the  lines  and 
states  of  the  crisis.  Moreover,  in  some  lines,  such  as 
environmental  exposure,  unavailability  appears  to  be  a  national 
problem  and  thus  cannot  be  explained  by  state-specific  events. 
Thus,  some  if  not  all  of  the  explanations  for  unavai labli ty 
must  be  found  elsewhere  than  in  state  regulation. 


The  next  major  type  of  state  regulation  that  needs  to  be 
considered  is  regulation  of  quality.  Although  the  competitive 
nature  of  the  insurance  industry  precludes  the  need  for  any 
form  of  price  regulation,  solvency  regulation  may  be  defended 
asone  way  to  protect  the  interests  of  policyholders  and 
third-party  liability  claimants,  as  well  as  other  insurance 
firms  that  contribute  to  guaranty  funds.  Every  state  has  a 
guaranty  fund  for  its  property-casualty  insurers.  If  an 
insurer  licensed  to  do  business  in  a  particular  state  goes 
bankrupt,  the  other  licensed  insurance  companies  in  the  state 
assume  at  least  partial  responsibility  for  the  failed  firm's 
policies  through  the  guaranty  fund.  The  inability  to  ex  ante 
"experience  rate"  individual  insurance  companies'  contributions 
to  the  guaranty  fund  creates  an  incentive  for  insurers  to 
underwrite  too  many  policies  relative  to  their  net  assets.  22/ 


22/  The  problem  is  analytically  very  similar  to  that  created 
by  the  existence  of  federal  deposit  insurance  that  is  available 
to  all  depository  institutions.  Financing  such  insurance  with 
a  flat-rate  premium  encourages  depository  institutions  to 
assume  more  risk  than  if  premiums  were  adjusted  to  reflect  the 
risk  of  each  bank's  activities  and  investments.  It  can  be 
argued  that  the  appropriate  response  to  potential  moral  hazard 
problems,  whether  in  banking,  insurance,  or  elsewhere,  is  to 
impose  risk-based  premiums.  To  the  extent  that  risk-based 
premiums  cannot  be  used,  however,  perhaps  because  of 
difficulties  in  accurately  predicting  the  probability  of 
bankruptcy,  direct  control  measures  such  as  minimum  capital  and 
surplus  requirements  or  constraints  on  portfolio  choice  may  be 
appropriate  second-best  solutions. 

This  type  of  market  failure,  however,  cannot  be  used  to 
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Footnote  Continued 


While  solvency  regulation  can  thus  be  defended  in  principle 
as  a  way  to  prevent  insurers  from  free  riding  on  each  other, 
the  efficiency  or  effectiveness  of  such  regulation  in  practice 
is  an  empirical  question  (see  Munch  and  Smallwood  (1980)). 
Moreover,  as  noted  in  the  next  section,  state  solvency 
regulations  may  have  played  a  significant  role  in  the  crisis 
due  to  their  interaction  with  the  increased  uncertainty  induced 
by  changes  in  tort  liability. 


Finally,  we  turn  to  a  third  type  of  state  regulation, 
restrictions  on  the  size  of  risk  pools.  In  several  states, 
regulators  have  frustrated  efforts  by  insurance  companies  to 
keep  risk  pools  as  narrow  as  possible  in  order  to  minimize  the 
self -select ion  problem  that  is  endemic  to  all  insurance. 
Mandating  broader,  more  heterogeneous  risk  pools  can  transfer 
wealth  from  low-risk  to  high-risk  individuals,  but  only  at  a 
real  cost.  Broader  risk  pools  reduce  the  efficiency  of  the 
insurance  contract  by  increasing  the  real  cost  of  insurance  to 
low-risk  consumers  and  thus  reducing  their  demand.  As  enough 
low-risk  consumers  reduce  the  amount  of  insurance  they  purchase 
or  even  drop  out  of  the  pool  entirely,  insurance,  like 
solid-gold  Cadillacs,  can  become  economically  unavailable.  22/ 


Without  seeking  to  minimize  the  real  costs  of  this  type  of 
regulation,  however,  it  is  difficult  to  identify  regulatory 
broadening  of  risk  pools  as  a  major  contributor  to  the  current 
crisis.  These  regulations  may  well  have  contributed 
significantly  to  a  long-term  upward  trend  in  insurance  costs  in 
a  number  of  lines  in  particular  states,  but  such  increases  do 
not  appear  to  match  the  lines  and  states  in  crisis. 


22/  Footnote  Continued 

justify  regulations  that  maintain  prices  above  competitive 
levels.  There  is  a  clear  analogy  here  to  the  airline  industry, 
where  the  recognition  that  price  regulation  was  unnecessary  and 
harmful  to  consumers  led  eventually  to  the  dismantling  of  the 
CAB.  In  contrast,  safety  regulation  by  the  FAA  can  still  be 
justified  since,  because  of  limited  liability,  an  airline  with 
assets  that  were  less  than  the  maximum  potential  liability  from 
a  crash,  including  punitive  damages,  (literally  a 
"fly-by-night"  airline)  would  have  an  economic  incentive  to 
provide  less  than  the  optimal  amount  of  safety. 

23/  See  Joskow  (1973)  and  Priest  (1986). 
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Finally,  for  all  three  types  of  state  regulation,  while 
significant  research  on  their  effects  in  the  specific  crisis 
lines  is  lacking,  timing  alone  suggests  the  lack  of  a 
significant,  or  at  least  exclusive,  connection.  In  the  mid 
1970s  there  was  a  crisis  in  medical  malpractice  insurance  (see 
Freedman  ( 1986) ) .  The  1980s  brought  another  crisis  in  Medical 
Malpractice,  as  well  as  in  several  other  lines  of 
property-casualty  insurance.  If  regulation  were  to  blame  for 
these  crises,  one  would  expect  to  find  that  regulation 
increased  during  or  slightly  before  each  crisis  and  slackened 
at  other  times.  This,  however,  does  not  appear  to  have  been 
the  case.  The  lack  of  any  apparent  correlation  between  changes 
in  regulation  and  the  development  or  resolution  of 
availability-affordability  problems  in  particular  states 
indicates  that  state  regulation  is  not  directly  to  blame  for 
the  current  crisis. 


IV •  Change  and  Uncertainty  in  Tort  Liability 

Perhaps  the  most  frequently  offered  explanation  for  the 
current  crisis  in  property-casualty  insurance  involves  the 
legal  system.  Significant  changes  in  the  manner  in  which  tort 
liability  is  established  and  damages  are  assessed  are  cited  as 
causes  of  dramatic  rate  increases  and  reductions  in  insurance 
availability.  Examples  of  these  changes  include  the  perceived 
movement  from  a  fault-based  standard  to  a  no-fault  standard, 
eased  requirements  for  establishing  joint  and  several 
liability,  the  award  of  very  large  damages  for  such  noneconomic 
losses  as  pain  and  suffering,  punitive  or  exemplary  damages 
against  insuring  companies  for  bad-faith  failure  to  acknowledge 
liability,  and  the  shift  from  first-party  to  third-party  tort 
insurance.  24/ 


In  the  rest  of  this  section,  we  attempt  to  evaluate  this 
explanation  by  examining  the  consistency  of  its  implications 
with  the  available  accounting  data  on  changes  over  time  in  the 


24/  See  U.S.  Department  of  Justice  (1986).  For  an  extensive 
and  insightful  analysis  of  the  effects  of  shifting  from 
first-party  insurance  to  third-party  corporate-provided 
insurance  administered  through  the  tort  system,  see  Priest 
(1986).  For  a  comparative  analysis  of  the  Canadian  liability 
insurance  crisis,  which  in  many  ways  parallels  the  U.S. 
experience,  see  Trebilcock  (1987)  who  concludes  that  the 
Canadian  crisis  was  caused  by  increased  uncertainty  in  the 
judicial  determination  of  liability  and  quantification  of 
damages . 
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costs  and  revenues  of  the  property-casualty  industry.  25/  We 
begin  with  broad  overall  data  categories  and  progress  to 
specific  lines  and  narrower  categories  of  costs  and  revenues, 
looking  first  for  changes  in  average  levels  and  then  for  signs 
of  increased  uncertainty. 


A. 


Changes 


in  Average  Levels 


The  first  implication  of  an  explanation  based  on  changes  in 
the  tort  liability  system  is  that  we  should  observe  a 
deterioration  in  the  overall  financial  performance  of  the 
property-casualty  industry,  with  the  greatest  deterioration 
occurring  in  the  crisis  lines.  As  can  be  seen  from  column  3  of 
Table  2,  for  all  property-casualty  lines  combined  there  has 
been  a  significant  decline  in  combined  net  income  (the  sum  of 
underwriting  gains  and  net  investment  income)  as  a  percentage 
of  premiums  earned,  from  6.18  percent  over  the  1967-80  period 
to  1.33  percent  over  the  1981-85  period.  26/ 


This  deterioration  in  overall  financial  performance  can 
also  be  seen  in  the  last  column  of  Table  4,  which  compares  the 
1976-80  period  with  the  1981-85  period  for  all  property- 
casualty  lines  combined  as  well  as  for  two  crisis  lines.  Other 
Liability  and  Medical  Malpractice,  and  two  non-crisis  lines. 
Private  Passenger  Auto  Liability  and  Homeowners'  Multiple 
Peril.  For  all  lines  of  property-casualty,  the  overall 
operating  ratio  27/  suffered  a  statistically  highly  significant 
deterioration  of  8.64  percentage  points,  from  94.18  to  102.82. 
This  deterioration  is  particularly  marked  in  the  crisis  lines. 
In  the  two  non-crisis  lines.  Auto  Liability  and  Homeowners, 
overall  operating  ratios  rose  respectively  by  9.42  points  to 


25/  We  should  stress  that  empirical  testing  can  only  disprove 
hypotheses:  If  the  implications  of  a  particular  hypothesis  are 

inconsistent  with  the  data,  the  hypothesis  can  be  rejected,  but 
since  any  given  set  of  data  may  be  consistent  with  the 
implications  of  a  number  of  hypothesis,  a  particular  hypothesis 
can  never  be  empirically  proven. 

26/  The  F-statistic  for  a  test  of  equality  of  means  is  5.55, 
implying  that  the  probability  of  this  decline  being  due  to 
random  variations  is  less  than  .01. 

27/  The  overall  operating  ratio  is  the  ratio  of  total  expenses 
(i.e.,  losses  incurred  plus  loss  adjustment  expenses  plus 
commissions  and  brokerage  expenses  plus  other  underwriting 
expenses  plus  dividends)  minus  net  investment  gain  and  other 
income,  to  premiums  earned. 
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101.24  and  by  6.88  points  to  103.96.  Both  the  increases  and 
the  final  levels  are  considerably  greater,  however,  in  the  two 
crisis  lines.  Other  Liability  and  Medical  Malpractice,  where 
overall  operating  ratios  rose  respectively  by  22.86  points  to 
113.52  and  by  21.96  points  to  113.58. 


A  second  implication  of  an  explanation  based  on  changes  in 
the  tort  liability  system  is  that  this  deterioration  in  overall 
financial  performance  should  be  due  to  declines  in  underwriting 
gams  (or  increases  in  underwriting  losses)  rather  than 
declines  in  net  investment  income.  As  discussed  in  Section  II, 
this  implication  is  strongly  supported  by  the  data  in  Table  2, 
which  shows  a  statistically  highly  significant  increase  in  net 
investment  income  as  a  percent  of  earned  premiums,  from  7.88 
percent  over  the  1967-80  period  to  14.62  percent  over  the 
1981-85  period,  combined  with  a  statistically  highly 
s i gni f icant  i nc rea se  in  underwriting  losses  as  a  percentage  of 
earned  premiums,  from  1.70  percent  for  1967-80  to  13.28  percent 
for  1981-85. 


Continuing  this  disaggregation  process,  Table  3  shows  that, 
for  all  lines  of  property-casualty  insurance,  this 
deterioration  in  the  ratio  of  underwriting  costs  to  premiums 
earned,  by  11.64  percentage  points,  from  100.74  over  the 
1961-80  period  to  112.38  for  the  1981-85  period  (as  shown  in 
the  last  column  of  Table  3)  cannot  be  explained  by  increased 
administrative  expenses,  which  actually  fell  somewhat  as  a 
percentage  of  premiums  written.  The  source  instead  lies 
entirely  with  the  increase  in  the  ratio  of  underwriting  losses 
and  adjustment  expenses  to  earned  premiums  by  12.56  percentage 
points,  from  70.44  percent  to  83.00  percent.  This  result  is 
confirmed  in  Table  4.  For  all  lines  of  property-casualty,  the 
underwriting  losses  incurred  (the  first  column  of  Table  4) 
increased  significantly  by  8.60  points  and  by  1.56  points, 
respectively  in  both  the  non-crisis  lines.  Homeowners  and  Auto 
Liability.  In  the  crisis  lines  of  Other  Liability  and  Medical 
Malpractice,  however,  the  increases  in  the  underwriting  loss 
ratio  and  the  loss  adjustment  ratio  have  been  much  more 
dramatic:  21.74  percentage  points  and  9.70  percentage  points 

for  Other  Liability,  and  35.50  percentage  points  and  6.46 
percentage  points  for  Medical  Malpractice. 


The  determination  that  the  source  of  the  deterioration  in 
the  overall  financial  ratios  for  the  property-casualty  industry 
lies  entirely  in  increases  in  underwriting  losses  and 
adjustment  expenses,  with  particularly  dramatic  increases 
observed  in  the  crisis  lines,  is  consistent  with  the 
implications  of  a  hypothesis  that  the  crisis  is  due  to  changes 
in  the  tort  liability  system.  By  contrast,  the  data  appear  to 
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directly  contradict  the  implications  of  two  other  hypothesized 
potential  causes  of  contributions  to  the  crisis,  collusion  and 
declines  in  investment  income.  The  collusion  scenario  would 
imply  an  increase  in  the  ratio  of  premiums  to  underwriting 
costs  rather  than  the  statistically  highly  significant  decrease 
actually  observed,  while  the  investment  scenario  would  imply  a 
decrease  in  the  ratio  of  net  investment  income  to  premiums, 
rather  than  the  statistically  highly  significant  increase 
actually  observed. 


B.  Increased  Uncertainty 

If  insurers  were  risk-neutral,  the  competitive  premium  for 
a  policy  would  be  the  expected  value  of  its  cost.  Bankruptcy 
costs  and  insurance  regulations,  however,  require  insurers  to 
maintain  minimum  solvency  levels  in  order  to  limit  the 
probability  of  default.  This  requires  insurers  to  load  (raise) 
premiums  by  a  factor  over  actuarially  fair  premiums  in  order  to 
ensure  a  sufficiently  low  probability  of  failure.  This  load 
factor  is  higher,  the  greater  the  uncertainty  with  respect  to 
the  insurer's  future  net  income.  Thus,  a  costly  change  in  the 
legal  environment  that  also  increased  the  variability  in  the 
financial  results  would  induce  a  premium  increase  greater  than 
the  increase  in  the  expected  value  of  costs.  28/ 


An  increase  in  variability  of  casualty  losses  and 
investment  income  thus  could  trigger  a  crisis  because  insurers 
would  have  to  set  higher  premiums  in  order  to  maintain  an 
acceptable  fixed  probability  of  financial  solvency.  If  the 
increase  in  financial  variability  becomes  sufficiently  large, 
the  premiums  required  to  maintain  solvency  requirements  might 
be  so  high  that  coverage  would  be  unattractive  to  or  even  out 
of  the  reach  of  potential  insureds.  There  would  then  appear  to 
be  an  affordability  crisis  in  the  affected  line.  Should 
variability  be  so  great  as  to  exceed  the  ability  or  willingness 
of  insurers  to  cope  with  it,  coverage  might  be  unavailable  at 
any  price.  Questions  would  remain  as  to  the  underlying  causes 
of  large,  perhaps  greatly  increased,  variability,  but  an 
adverse  effect  on  the  affordability  of  insurance  is  predictable 
whatever  those  causes  actually  are. 


To  track  down  the 
uncertainty,  we  carry 


source  of  any  potential  increase  in 
out  the  same  disaggregation  process 


as 


in 


28/  For  a  more  rigorous  mathematical  modeling  of  the  effects 
of  uncertainty  on  load  premiums,  see  Clarke,  Simon,  Smith,  and 
War ren-Boulton  (1986)  and  Winter  (1986). 
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the  examination  of  changes  in  the  average  level  of  financial 
ratios.  We  measure  the  variability  of  each  ratio  by  its 
standard  deviation.  Normalized  comparisons  of  variability 
across  ratios  of  different  mean  values  can  be  made  by  computing 
each  ratio's  coefficient  of  variation,  i.e.,  the  standard 
deviation  of  the  ratio  divided  by  its  mean.  29/ 


Table  2  shows  that  while  the  standard  deviation 
(variability)  of  the  underwriting  gain/loss  ratio  has  risen 
significantly  during  the  1980s  relative  to  the  1967-80  period, 
the  standard  deviation  of  the  net  investment  income  ratio  has 
actually  declined  significantly.  This  greater  variability  of 
the  underwriting  gain/loss  ratio  becomes  clear  when  we  note 
that  the  coefficient  of  variation  for  the  underwriting 
gain/loss  during  1981-85  was  .41 — ten  times  the  coefficient  of 
variation  for  net  investment  income,  which  measured  only  .04 
over  the  same  period.  This  suggests  that  any  increase  in 
overall  uncertainty  must  have  resulted  from  increased 
unpredictability  of  loss  payouts  and  expenses  rather  than  from 
any  increase  in  the  instability  of  investment  income.  Combined 
with  the  observation  from  Tables  2  and  4  that  investment  income 
increased  significantly  after  1980,  this  would  appear  to  make 
it  very  difficult  to  blame  imprudent  investments  for  causing 
today's  premium  hikes  and  coverage  withdrawals. 


Table  3  shows  that  the  variability  of  both  the 
administrative  expense  ratio  and  the  dividend  ratio  has 
actually  decreased,  though  insignificantly.  This  result 
narrows  the  source  of  any  increase  in  uncertainty  even  further, 
to  the  underwriting  loss  and  adjustment  ratio. 


29/  The  relevant  definition  of  uncertainty  is  uncertainty  in 
the  prediction  of  ratios  over  the  life  of  policies  currently 
being  issued.  To  the  extent  that  these  ratios  are  serially 
correlated,  however,  i.e.,  to  the  extent  that  they  follow  a 
predictable  cycle  or  trend,  the  standard  deviation  will 
overestimate  the  absolute  level  of  uncertainty.  Under  such 
conditions,  a  more  accurate  measure  would  be  the  standard  error 
of  a  predictive  equation  for  the  ratios  over  time.  Even  if  the 
assumption  of  serial  independence  is  unwarranted,  however,  if 
the  degree  of  serial  correlation  is  held  constant,  changes  in 
the  standard  deviation  provides  an  unbiased  measure  of  changes 
over  time  in  the  degree  of  uncertainty. 

More  accurate  measures  of  uncertainty  may  be  developed  in 
the  near  future.  In  addition  to  improving  indexes  for 
uncertainty  that  are  based  on  accounting  data,  efforts  are 
being  made  to  develop  ex  ante  measures  of  uncertainty  using 
data  from  financial  and  capital  markets. 
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The  pattern  of  increased  uncertainty  emerges  most  clearly 
in  Table  4.  While  the  increase  in  the  variance  of  the  overall 
operating  ratio  was  not  statistically  significant  for  All  Lines 
of  property-casualty  combined,  variability  in  the  loss  incurred 
and  loss  adjustment  ratios  increased  significantly.  The  two 
non-crisis  lines  showed  no  significant  increases  in  variability 
in  either  their  overall  operating  ratios  or  any  of  the 
component  ratios.  Furthermore,  of  the  crisis  lines,  only  Other 
Liability  exhibited  a  substantial  increase  in  overall 
variability  as  well  as  substantial  increases  in  the  variability 
of  underwriting  losses. 


This  suggests  an  anomaly.  Why  does  the  other  crisis  line, 
Medical  Malpractice,  fail  to  exhibit  such  increases  in 
variability  of  its  ratios?  There  is  an  explanation.  Medical 
Malpractice  is  a  line  of  insurance  that  has  popularly  been 
thought  to  have  been  in  a  state  of  crisis  since  the  mid-1970s. 
Thus,  it  is  not  anomalous  that  its  variability  has  not 
increased  greatly  over  the  1980s--it  was  highly  variable  to 
begin  with.  To  see  this,  one  need  only  look  at  the  coefficient 
of  variation  exhibited  by  Medical  Malpractice's  overall 
operating  ratio  in  1976-80  and  in  1981-85  as  shown  in  Table  5. 
In  both  the  earlier  and  later  periods  it  was  .09.  Compare  this 
with  the  coefficients  of  variation  in  the  overall  operating 
ratio  for  Other  Liability.  In  the  earlier  period  its 
coefficient  of  variation  was  only  .05,  but  it  soared  to  .11  in 
the  later  period. 


In  fact,  if  one  examines  the  levels  of  all  lines' 
coefficients  of  variation  in  the  period  1981-85,  one  sees  that 
these  coefficients  of  variation  are  almost  universally  higher 
for  each  ratio  in  the  crisis  lines  than  for  the  corresponding 
ratio  in  the  non-crisis  lines. 


Table  5  thus  shows  a  sharp  distinction  between  the  crisis 
and  non-crisis  lines  in  terms  of  the  variability  of  their 
financial  ratios.  As  noted  above,  increasing  variability 
reflects  the  increasing  difficulty  for  insurers  in  accurately 
predicting  their  future  liability,  and  therefore  in  their 
ability  to  underwrite  the  risks.  To  maintain  an  acceptable 
probability  of  solvency,  insurers  may  choose  either  to  raise 
premiums  to  "safe"  levels,  or  to  withdraw  coverage  from  these 
lines . 


One  source  of  the  greater  financial  uncertai 
the  crisis  lines  may  be  the  greater  severity  of 
final  settlement  in  the  crisis  lines.  As  shown 
All  Lines  of  property-casualty  insurance,  18.30 


nty  observed  in 
delays  before 
in  Table  6,  for 
percent  of 
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claims  incurred  in  1982,  for  example,  were  unpaid  at  the  end  of 
1985.  For  Other  Liability,  however,  44.79  percent  of  expenses 
incurred  in  1982  were  unpaid  at  the  end  of  1985  while  for 
Medical  Malpractice  64.42  percent  of  expenses  incurred  in  1982 
were  unpaid  at  the  end  of  1985.  Such  delays  suggest  a  more 
uncertain  and  thus  more  costly  tort  liability  process. 


The  overall  pattern  in  the  data  is  thus  one  of  high  and 
increasing  cost  ratios  for  underwriting  losses  and  adjustment 
expenses,  especially  in  the  crisis  lines,  and  high  and 
increased  variability  in  these  ratios  for  the  crisis  lines. 
These  changes  can  cause  dramatic  increases  in  premium  rates. 
Because  of  the  increased  load  factors  required  by  increased 
uncertainty,  premium  increase  can  be  expected  to  be 
significantly  greater  than  even  the  already  large  increase  in 
costs  in  those  lines.  Increased  cost  ratios  and  uncertainty  in 
crisis  lines  also  can  give  rise  to  unavailability  problems  in 
those  lines.  Thus,  given  the  findings  from  several  studies 
that  changes  in  the  tort  liabililty  system  have  caused  both 
higher  expected  awards  and  greater  variability  in  such  awards, 
the  overall  pattern  of  the  data  is  consistent  with  explanations 
for  the  property-casualty  crisis  grounded  in  these  changes  in 
the  tort  liability  system. 
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Table  1 


National  Herf indahl-Hi rschman  Indices  for 
Select  Insurance  Lines,  1980-1985 


1980 

1981 

1982 

1983 

1984 

1985 

All 

Property- 

Casualty 

213 

213 

215 

225 

226 

229 

Medical 

Malpractice 

513 

523 

500 

567 

663 

622 

Other 

Liability 

224 

219 

220 

220 

236 

278 

SOURCE:  A.M. 

Best ' s 

Aaareaates 

and  Averaaes 

(1980- 

1986) . 

Time  Series  Variation  in  Property-Casualty  Industry  Operating  Results 
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SOURCE:  Best’s  Aggregates  and  Averages:  Property-Casualty,  1986,  pp.  59-60 
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